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Sales Tax and the Nexus Issue
Nexus is the starting point in determining tax liability. Unless you are doing business in a particular
jurisdiction, there is no obligation to file a return with that jurisdiction.
The nexus issue is becoming increasingly volatile and complex in light of the states’ attempts to
broaden their tax base and increase their tax collections. The rapid growth of e-commerce and the
Internet has added to this complexity, making proper tax planning in this area more critical than
ever. Your clients are likely asking:
• Do I have a legal responsibility to file a return?
• Is the transaction a sale?
• Whose tax do I have to collect?
In this book, you will learn the answers to these client questions as well as the various terminology
and nomenclature states use to describe sales taxes, including gross receipts tax, business and
occupation tax, excise tax, privilege tax, transaction tax, or consumer levy.
Topics covered in this book include:
• Basis

• REITs, REMICs and RICs

• Carryovers and carrybacks

• Tax preference items

• Fair market value

• Nexus and interstate sales

• Holding periods
• Installment methods

• Key analytical steps to
approaching a sales tax issue

• Like-kind exchanges

• Audit defense strategies
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Preface
In a companion book to this one, The Adviser’s Guide to Multistate Income Taxation: Compliance
and Planning Opportunities, we explored what many people find is a bewildering maze of
multistate corporate tax rules regarding nexus, apportionment, allocation, and filing methods
such as consolidated and combined filing. Everyone seems to agree, multistate income tax is
difficult. But sales tax? Why, that’s simple. For many people, sales tax seems to be the easiest
of taxes. It is that tax they pay when they buy things. However, for those who have to properly collect and remit sales tax, the compliance costs can be staggering and the complexity
simply overwhelming. For example, a corporation doing business in every state needs to file
only 1 federal income tax return and 46 state income tax returns. (Nevada, South Dakota,
Washington, and Wyoming do not have a general corporation income tax.). However, there
are over 7,500 jurisdictions for sales tax, including states, counties, cities, transportation, utility, and other special purpose districts. Fortunately, most of them are state collected, but just
trying to track the thousands of annual boundary and rate changes can be overwhelming.
Those changes, coupled with technological innovation, decreasing costs in transportation,
communication, and purchasing and distribution models, mean that even the proverbial
Mom and Pop business can find itself tied into a national, if not international, marketplace.
Thirty years ago, state and local sales tax was often treated as the poor country cousin compared with the seemingly more glamorous and sophisticated federal income tax. That is no
longer the case. State and local taxes, particularly sales tax, have unfortunately, for those who
have to collect them, come into their own. It is the goal of this book to identify the key issues, problems, and contours of sales and use tax so that, just maybe, it might seem once again
to be the simplest of taxes.
The growth in sales and use tax, accompanied by the inevitable proliferation in exclusions
and exemptions, has provided significant opportunities for tax refunds, planning, and savings.
Coupling this with the fact that states are very aggressively raising taxes; pursuing taxpayers
harder; and expanding the depth, scope, and severity of audits, the sales and use tax is a logical
place to investigate tax planning opportunities.
Many speculated in 1986 that sales and use tax would be on the decline because of the
federal disallowance of sales and use taxes as an itemized deduction for individuals. Not so!
In fact, sales and use taxes have grown exponentially since 1986, and now that the federal
sales tax deduction has returned, there is no reason to believe that the growth will diminish.
According to the U.S. Census Bureau, sales taxes provide for an average of 33.8 percent of
all state tax collections and individual income taxes provided 33.3 percent. For the past 20
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years, sales tax revenue has been growing at an average of 4.6 percent per year. The 2005
census data show that the general sales tax is the largest state tax revenue source in 21 states,
with state tax rates ranging from a low of 2.9 percent in Colorado to a high of 7 percent
in Indiana, Mississippi, New Jersey, Rhode Island, and Tennessee. Those are just the state tax
rates. If the local city, county, and special district tax rates are included, the total combined
rate can exceed 10 percent as it once did in Chicago where the rate reached 10.25 percent
until Cook County lawmakers reduced it to 9.75 percent. Chicago is not alone among big
cities with significant tax rates.The rate is 9.5 percent in San Francisco and Seattle, 9 percent
in New Orleans, and 8 percent in Philadelphia and Atlanta. Tourists are often a target for the
highest rates. For example, the Louis Armstrong New Orleans International Airport has a
10.75 percent rate. Snowmass, a Colorado ski resort, imposes a 10.4 percent combined sales
tax rate, and if you rent a room there, 2.4 percent is added for a total tax rate of 12.8 percent.
(See appendix C, “State Sales Tax Rates for 2012,” for a list of state sales tax rates.) State and
local sales tax rates need to be continuously monitored because many jurisdictions look to
increases in the sales tax rate as a means to deal with budget deficits.
Although sales and use taxes are among the more regressive taxes, they do not seem to
draw the same magnitude of outrage as do significant hikes in property or income taxes. But
sales and use taxes are pervasive (for example, you may pay sales and use tax several times
per day), and although they may not be substantial on individual transactions, their total
cost can nevertheless add up. However, most sales and use taxable transactions generally do
not present the material and immediate financial drain of a property tax or an income or
a franchise tax. Accordingly, they usually do not draw taxpayer opposition as do income or
property taxes.
The generalities in the preceding paragraph are not without exception. Numerous attempts have been made by state legislators to expand the sales and use taxes significantly,
particularly in the area of services. These attempts, however, have been widely opposed by
taxpayers.
What has increasingly brought sales and use taxes into the spotlight are the growing multistate businesses, especially mail order and, more recently, Internet or online businesses.
Although mail order or e-commerce businesses may be popular with shoppers, Main Street
businesses are crying foul because the out-of-state competitors arguably have a price advantage by not having to charge or collect sales tax.The states and local jurisdictions are anxious
to tap into these nonresident businesses, or remote sellers, as an additional revenue source.
Although these issues have attracted significant attention in recent years, we will not limit
our sales and use tax coverage to them.We will also concentrate on the meat and potatoes issues of more common local tax exemptions, exceptions, and regulations that may be equally
impressive to your client or boss by having more dollar impact in refunds or reduced operating costs than the more theoretical multistate issues.
In fact, if a business is a single-state operation, local issues may well be the crux of its sales
and use tax problems and opportunities. To conceptualize the cost of sales and use tax issues,
consider that many businesses may pay sales or use tax on over one-half of their nonpayroll
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operating expenses. It is easy to see how sales or use tax planning to minimize or eliminate
sales and use tax could generate significant recurring savings.
Technology has generated various complex issues in the sales and use tax area. For example, although most jurisdictions distinguish between sales of tangible personal property
and intangible personal property, sales of data (or other transmissions of information via CD,
DVD, satellite, radio wave, or other means of transfer) have caused confusion among taxpayers and state officials alike. Additionally, sales over the Internet and e‑commerce are growing
more rapidly each year.
As you can see, sales and use taxes have always been a significant business expense but have
not necessarily drawn the attention they deserve or require.With rising costs, more competitive business practices, and states with tighter budgets, the opportunities in the sales and use
tax area for public accountants, as well as those in industry, will continue to abound.

Why a National Sales and Use Tax Book?
Sales and use tax books are not widely available in colleges or other institutions of higher
learning. Most of the sales and use tax books available are geared to a specific state or group
of states. Until recent years, sales and use tax books were difficult to find even at the local
level. Although no two states are identical in the sales and use tax areas, a general sales and
use tax book seems appropriate for a variety of reasons.
First, states deal with sales and use tax issues in limited ways. For instance, computer software is either taxed or exempt in a state, contingent on whether the software is a custom
program or prepackaged program and whether it involves training, information systems
consulting, data entry, devising a business plan for a programming department, and so on.
Realizing that computer software is generally a complex sales and use tax issue, the assessment of computer software or related services during an audit should direct you to the state’s
related statutes, regulations, or other administrative pronouncements pertaining to that issue.
Fortunately, various periodicals and other publications are available that include state-bystate summaries regarding the taxability of specific transactions. Such tables or charts can be
very convenient both from a planning and an audit perspective. The key is to recognize that
computer software is an issue worth investigating.
As another example, consider the often confusing area of sales and use taxes on utilities.
Exemptions may be available for utilities that are
•
•
•
•

related to processing or manufacturing.
used indirectly in processing or manufacturing.
required for heating or cooling a processing or manufacturing area.
used to complement assembly.

After reading this book, you should be alerted to situations when there is a potential sales
or use tax opportunity. In each situation, you will need to review the appropriate rules, regulations, and practices of the particular jurisdiction to see what exemptions may be available.
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Besides the tangible or product area, audits typically touch on numerous service or labor
issues. In some jurisdictions, fabrication, installation, assembly, or repair labor may be taxed,
but some of those same categories may be exempt in other jurisdictions. Again, the focus
here is to alert you to transactions that should be analyzed for any possible exclusion from
tax.
Instead of being overly theoretical in discussing the various exemptions (which could very
well put you to sleep), this book intends to teach by example. Later, you will have the opportunity, in a nonintimidating environment, to review some sales and use tax audit working
papers and corresponding invoices and to apply pertinent sales and use tax rules of fictitious
taxing jurisdictions to the facts presented. Going through the sample audit working papers
and the discussion and analysis of the audit report should assist you not only in investigating
the issues to minimize tax in the immediate situation but also in generating ideas for avoiding similar unfavorable tax consequences in actual sales and use tax situations. This may also
create opportunities to obtain refunds or advise your client or other company officials on
prospective actions in the sales and use tax arena.
In summary, the national sales and use tax book approach is intended to make the reader
aware of the pertinent issues. By having an awareness of which items may or may not be
subject to tax and understanding the general applicability of some exemptions to many of
the states’ sales and use tax, one should be able to review an audit assessment or a taxpayer’s
scheduled expenses without necessarily researching every specific item.

Who Should Read This Book?
This book is intended to be an introduction to the sales and use tax area. CPAs, CFOs, attorneys, and other professionals, as well as those people dealing most with sales and use taxes
(accounts payable personnel and bookkeepers) will benefit from this book. It is interesting to
note that very few accounts payable personnel have attended sales and use tax courses that
the author of this book has taught. They probably spend little time reading up on sales and
use taxes.This is unfortunate because the accounts payable personnel are generally in the best
position to question sales tax charges or use tax payments.
It is important that bookkeepers or accounts payable personnel learn sales and use tax procedures, so most issues can be caught at the front line. Usually, the vice president of finance,
the controller, the accounting manager, the tax supervisor, or another titled person does not
want to deal with these issues because he or she may think that his or her time schedule will
not permit it, or he or she incorrectly assumes the results may not warrant the effort. That
is a mistake.
This book addresses issues pertinent to public practitioners, as well as accountants, in industry or other nonpublic positions. Although the sample audit working papers included in
the materials may not be a specific business you would normally service, many of these same
issues can arise in any given business.
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How Your Business or Practice Will Benefit
In light of the competitive business environment that includes not only public accounting
but virtually all businesses, this book should assist you or your business in reducing costs,
generating additional revenues, and creating goodwill with clients or superiors.
As mentioned previously, many businesses pay sales or use tax on over one‑half of their
nonpayroll operating expenses. By implementing a sales and use tax plan to minimize or
eliminate the tax on a category of expenses, a significant recurring savings will be generated,
along with reduced costs.
Even if you only have a very basic knowledge of the sales and use tax area, you should not
be intimidated by it.The basic teaching included in this book can assist you, whether you are
dealing with a state department of revenue or even when negotiating a fee with an outside
expert. For example, the ability to negotiate a settlement has its obvious benefits. Having a
basic knowledge of the sales and use tax, you may feel more confident in your negotiations
by dispelling the fear that you would otherwise be jeopardizing your case.
Federal taxes have always been the mainstay for tax advisers. The focus has been so heavy
on federal taxes that, until recently, state tax planners have had little competition. The state
and local tax arena still appears to be less competitive than the federal tax area, in many respects. Besides the generally lower level of competition, the author believes the sales and use
tax area will continue to grow rapidly.
Having sales and use tax expertise usually gives the practitioner or firm a higher profile because most clients want a full service, knowledgeable group. Internally, sales and use taxes can
have a drastic effect on the bottom line, both prospectively with planning and immediately
in the form of potential refunds on overlooked exclusions and exemptions.
Another advantage to the sales and use tax area is that it can be learned and investigated
outside of your busy season, whenever that may be. This is helpful for obvious reasons, both
for the public and private practitioner.
If you know the basics of sales and use tax, you may feel more comfortable discussing many
generic sales and use tax questions with a boss, an associate, or a client. If you attempt to
tackle a sales and use tax assessment, you can improve your skills by reviewing the pertinent
statutes and regulations of the assessing jurisdiction. Discussions with the auditors will also be
beneficial. This may be especially true if your exam would deal with one or two major sales
or use tax issues. In addition, even when considering only one or two key issues, generally,
various other minor issues come into play. A real-life audit gives you a good opportunity to
discuss these issues with an experienced person in the field.
Another way to increase your involvement in the sales and use tax arena is to focus strictly
on one or two key aspects of sales and use tax planning. If you are in public practice, these
issues may have widespread applicability and could be something to offer all your clients
facing similar circumstances. Many individuals and firms make a good living by approaching
businesses with one or two key state and local issues; they may review company records to
see if the company availed itself of utility exemptions or of exemptions on manufacturing
equipment. Oftentimes, these types of sales and use tax issues can result in significant tax
savings and be great ways to impress a client or company superior.
ix
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Conclusion
This book is designed to be a permanent reference tool. I hope your reading of this book
enriches your professional learning experience.
Note: I use the terms he and she throughout the book (except when a particular person is mentioned) because both sexes are well-represented throughout the
profession.
Note: This book discusses many of the general principles and problems common
to sales and use tax. However, given the variety of sales tax rules, regulations, and
interpretations among the 45 states; the District of Columbia; and thousands of cities, counties, special districts, and other political jurisdictions, practitioners should
refer to the specific jurisdiction for definitive guidance on any specific issue arising
within that jurisdiction.The basic theories and applications illustrated here serve as
a starting point for your own problem recognition and research.

The key in state and local taxes, as in any tax research, is issue identification.This book provides the framework for you to properly identify the key issues and the various approaches
to resolving them successfully.
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Sales and Use Tax Basics
Sales Tax: What Is It?
Sales tax is an excise levied on the exchange of tangible personal property and selected
services sold at retail. As most people would describe it, it is that tax we pay when we buy
stuff. For the professional, however, several key elements are necessary to understanding
the nature of the tax, its base, how it is measured, and who pays it.
Just as income taxes tax incomes and property taxes tax properties, the sales tax is just as
self-descriptive: it taxes sales but not all sales. Sales tax is almost universally restricted to
retail sales of tangible personal property and specifically enumerated services. Thus, wholesale sales, the sale of real property, and most service sales are generally not subject to sales
tax. Finally, sales tax is measured by the sales or purchase price and is generally paid by the
buyer or consumer. To sum up, sales tax is a type of excise tax measured by the sales price
and paid by the consumer upon retail exchanges of tangible personal property and select
services.
Sales taxes can take various forms and often go under different names, such as gross receipts tax, business and occupation tax, excise tax, privilege tax, transaction tax, or consumer levy. The various forms and names often indicate differences with respect to the scope of
the tax or who bears the responsibility of collection or remittance. By and large, the various
sales tax levies fall into one of two baskets: vendor or seller privilege taxes and consumer
levy taxes. Vendor or seller privilege taxes are sales taxes in which the legal incidence of the tax
falls on the vendor (that is, the vendor must pay the tax for the privilege of making retail
sales and has primary legal responsibility for its payment). The seller generally has the option
of specifically passing on the tax to the purchaser. Seller privilege states include Alabama,
Arizona, California, Connecticut, Kentucky, Michigan, Missouri, Nevada, South Carolina,
South Dakota, Tennessee, Wisconsin, and the District of Columbia. Illinois, for example, has
a vendor tax called the retailer’s occupation tax (ROT) that is imposed on “persons engaged
in the business of selling at retail tangible personal property.”1 Curiously enough, although
ROT is imposed on the seller, the latter may pass on the cost to the purchaser as a use tax.
California’s sales tax is also a vendor tax in which the sales tax is upon the retailer, not the
consumer.2 Thus, although the legal incidence of the tax in Illinois and California does not
1
2

See Ill. Admin. Code § 130.101.
Livingston Rock and Gravel Co., Inc. v. De Salvo, 136 Cal. App. 2d 156 (1955).

1

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

fall upon the purchaser, the economic incidence does when the seller is allowed to pass on
the tax to the consumer in the sale. Vendor taxes are usually measured by the gross receipts
of the vendor.
Consumer taxes, such as Colorado’s retail sales tax, are taxes on retail sales in which the
legal incidence of the tax falls upon the consumer, and the tax base is the sales price to the
buyer. Consumer levy states include Colorado, Florida, Georgia, Idaho, Indiana, Iowa, Kansas,
Louisiana, Maine Maryland, Massachusetts, Minnesota, Mississippi, Nebraska, New Jersey,
New York, North Carolina, North Dakota, Ohio, Oklahoma, Pennsylvania, Rhode Island,
Texas, Utah,Vermont,Virginia,Washington,West Virginia, and Wyoming. Because most states
that have a vendor tax allow the vendor to pass the tax along to the purchaser and because
states with a consumer tax require the vendor to collect the tax, the differences between
the two are often more theoretical than are obvious in practice. Exceptions often abound,
and various filing requirements and procedures often blur the differences between the two.
Nevertheless, that theoretical difference can have significant consequences, as illustrated recently in an Arizona case. In Karbal v. Arizona, 158 P3d 243 (Ariz. Ct. App., 2007), a taxpayer
claimed a refund for himself and other taxpayers for hotel and car rental excise taxes paid to
rent lodging and automobiles. The Arizona Court of Appeals held that the taxpayer did not
have standing to challenge the taxes because he was not the taxpayer. The taxpayers were
the hotels and car rental agencies. The hotel and car taxes were similar to the state’s transaction privilege tax: a “sales tax” that is assessed on the vendor for the “privilege or right
to engage in particular businesses within the taxing jurisdiction.” In other words, the legal
incidence of the tax was on the vendors (hotels and car agencies), even though the cost (the
economic incidence) could be and was passed on to the customers. Finally, Hawaii and New
Mexico have a gross receipts tax in which the tax is imposed on the seller’s gross receipts.
From a practical standpoint, the gross receipts taxes generally operate like a seller’s privilege
tax. Washington also has a gross receipts tax called the business and occupation tax, but it is
structurally different from a sales tax that Washington also levies. Alaska, Delaware, Montana,
New Hampshire, and Oregon do not have a sales tax. (Some Alaskan cities have a sales tax,
and New Hampshire imposes a tax on meals, accommodations, and telecommunications.)
In any case, the substantive issues underlying whatever the tax is called include defining the
subject matter, the transactions to which it applies, and how it is measured. To put it another
way, What is a sale? What is tangible personal property? What is the scope of the purchase
price or tax base?
The key analytical steps in approaching any sales tax include the following:
1.
2.
3.
4.
5.

Do I have a legal responsibility to file a return?
Is the transaction a sale?
What is the subject of the sale?
What is the sales price?
Whose tax do I have to collect?
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Do I Have a Legal Responsibility to File a Return?
We are going to delay the discussion of this question until chapter 2, “Interstate Activity and
Nexus.”

Is the Transaction a Sale?
The first analytical step requires determining whether the exchange or transfer constitutes a
sale—more specifically, a retail or taxable sale. Most definitions of a sale say it is an exchange
of property for consideration involving any transfer of title or possession, or both, by any
means whatsoever. Most states have a very broad definition of what constitutes a sale. For
example, North Carolina defines a sale as “the transfer of title or possession of tangible personal property, conditional or otherwise, in any manner or by any means whatsoever, for a
consideration paid or to be paid.”3 Some states do not specifically define a sale so much as
they define a retail sale. For example, the Streamline Sales and Use Tax Agreement defines retail sale as “any sale, lease, or rental for any purpose other than for resale, sublease, or subrent.”4
Beyond the straight sale involving a transfer of title, most states will also tax leases, rentals, and
some admissions. On the other hand, certain sales of tangible personal property are typically
excluded by statute. Common exclusions are items purchased for resale (a wholesale sale),
including items that become an ingredient or a component part of a product to be manufactured and resold, and occasional sales, such as bulk sales, liquidation sales, and so on. Other
exclusions include gifts; donations; interstate sales; intracompany transfers; capital contributions to corporations and flow-through entities; mergers, acquisitions, and other reorganizations; and sales to charitable and religious groups or governmental agencies.
The most common problem areas in defining a sale include secured transactions, leases,
licensing, consignments, gifts, intracompany transfers, and mergers and acquisitions. Box 1-1
outlines specific considerations for these common problems:
Box 1-1: Common Problem Areas in Defining a Sale

Secured Transactions. Secured transactions, or a conditional sales contract, are generally
still sales in which the seller retains title or a security interest in the property until fully paid.
The sale of an automobile is a common example. The auto dealer has sold the car, despite the
fact that the purchaser may not receive its title until all the payments are made. Some states
specifically include such language in their statutes. Arizona, for example, includes in its definition of a sale, “any transaction by which the possession of property is transferred but the seller
retains the title as security for the payment of the price.”*
Leases. True operating leases are generally not considered sales. (A true lease is one in
which the owner or lessor transfers use, but not ownership, of the property to the user or lessee.) However, many states have incorporated leases into their statutory definitions of sales

3
4

See N.C. Gen. Stat. § 105-164.3.
Part I, “Administrative Definitions,” of appendix C, “Library of Definitions,” of the Streamlined Sales
and Use Tax Agreement.
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and, accordingly, tax rentals or lease payments, regardless of whether title passes at the end
of the lease. Illinois is a key exception. In Illinois, the lessor is deemed to be the end user of the
tangible personal property and, thus, owes tax on the purchase of the property. No sales tax is
charged on the lease payments to the lessee.**
Sale-leasebacks are transactions in which the seller or lessee purchases an asset and sells
the asset to the purchaser or lessor, who immediately turns around and leases the property
back to the seller. The risk here is of multiple taxation in which sales tax is paid upon the initial
purchase, the sale to the purchaser or lessor, and then on the lease payments made by the
seller or lessee. Many states have specific exemptions for such transactions, and care must
be taken to meet the requirements, both documentation and timing, of those exemptions.†
For more detail, see the discussion of leasing companies in chapter 3, “Specific Industry
Discussions and Related Rules.”
Licenses. Arguably, a license to use property might escape taxation in those states that tie
their definition of a sale to ownership or passage of title. As a consequence, many states have
included the term license in their statute. Florida, for example, defines sale to include “[a]ny
transfer of title or possession, or both, exchange, barter, license, lease, or rental, conditional
or otherwise, in any manner or by any means whatsoever, of tangible personal property for a
consideration.”†† Taxpayers, often in the context of computer software, sometimes try to argue
that there is a distinction between purchasing the property, per se, and a license to use such
property. In other words, there is a sale, but it is not a taxable sale because it does not involve
tangible personal property but does involve an intangible. See the discussion later in the
chapter on distinguishing tangible personal property from intangible property for an analysis of
this position.

Consignments. Consignments are generally held to be either resale sales or a bailment in
which the consignee holds the property for the sole purpose of reselling it. In either case, the
wholesale sales tax exemption usually applies, and the only argument is whether the commission is included in the tax base subject to tax; usually, it is.
Gifts. Gifts are rarely considered sales for sales tax purposes for the simple reason that there
is no consideration exchanged in return for the gift, an exclusion that receives the gratitude of
everyone celebrating a birthday, Christmas, or Hanukkah.
Intracompany transactions. Intracompany transfers are generally not taxable because
there is no change in titled ownership. Beware, however, when the property is transferred
within the same company but into another jurisdiction. For example, a company may transfer
some equipment from its place of business in state A to another office location in state B. If
state B has a higher sales or use tax rate than state A, the company may owe additional use
tax to state B on the transfer.
Transfers from one subsidiary to another subsidiary in the same affiliated group are generally
deemed to be taxable sales because both title of ownership and possession have changed.§
Various exclusions or exemptions may apply if the equipment is used in manufacturing, or the
state offers a casual sale exemption. Sometimes, the exemption turns on the level of ownership between the parent and subsidiaries. For example, a transfer from one 80 percent-owned
subsidiary to another 80 percent-owned subsidiary might be exempt, but a 50 percent ownership level is insufficient. Nevertheless, care must be taken to ensure that such exclusions or
exemptions exist and that the transfer qualifies.
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Mergers, acquisitions, and capital contributions. Stock-for-stock and stock-for-debt
transactions are generally exempt from sales tax because the stock and debt is an intangible,
and most state statutes only impose sales tax on the exchange of tangible personal property.
In addition, many states provide specific exclusions or exemptions for transfers that qualify
as tax-free federal transactions, such as Internal Revenue Code (IRC) Section 368 reorganizations, incorporations under IRC Section 351, and the proportionate creation and dissolution of
flow-through entities under IRC Sections 721 and 736. Such exclusions and exemptions are not
without limits. In International Paper Co. v. Cohen, 126 P.3d 222,§§ the Colorado Court of Appeals
upheld the imposition of Denver sales tax on the transfer of tangible personal property to a limited
liability company (LLC) in exchange for a 100 percent interest in the LLC. Although the Denver
ordinance did provide for an exemption for such transfers, the court did not address this fact but
focused on, and rejected, the taxpayer’s argument that the absence of consideration received in
exchange for the transfer precluded the imposition of Denver sales tax on the transfer to the LLC.
The court noted that the taxpayer transferred the assets in question to the LLC with the intent to
minimize its sales tax obligation on the sale of the subject assets. Shortly after the formation of
the LLC, the taxpayer sold all its LLC interest to an unrelated third party for approximately $16.5
million. According to the court, the sale to the third party adequately established the value of the
consideration (that is, the LLC interest) received in the taxpayer’s transfer of the assets to the LLC,
and the taxpayer was held subject to Denver sales tax on the transfer to the LLC.
Ariz. Stat. Ann. §42-5001(13)(a).
See Illinois General Information Letter ST99-0169.
†
See, for example, Cal. Code Regs. 18 §1660.
††
Fla. Stat. Ann. §212.05(15).
§
See, however, Wisconsin v. River City Refuse Removal, 729 NW2d 396 (Wisc. 2007)
subsequently.
§§
Colo. App. 2005.
*

**

The Indiana Supreme Court recently ruled that a capital contribution in which the parent
corporation transferred a riverboat casino to a subsidiary was taxable because the transfer was
part of a step transaction in which the parent corporation purchased the boat free of tax as
an out-of-state sale from Alabama and then transferred ownership in international waters to
its LLC subsidiary.5 According to the court
[t]he transactions engaged in by Pinnacle and Belterra appear to be component
parts of a single transaction intended from the outset to reach the ultimate result of
avoiding paying Indiana use tax while maintaining 100% control of Miss Belterra.
The component transactions here were (1) Pinnacle’s purchase of the boat from
the manufacturer, (2) the contribution of the boat to Belterra in international
waters, and (3) Belterra’s operation of the boat as a casino in Indiana. Once the
boat was operating in Indiana, Pinnacle purchased the remaining 3% ownership
interest in Belterra, thereby reacquirinig 100% control of the boat through its
100%-owned subsidiary.
5

Indiana v. Belterra Resort, 935 N.E.2d 174 (Ind. 2010).
5

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

The case is unique, in part, because the step transaction is an income tax-created doctrine
that is usually not applied in the sales tax context. The tax planning undertaken by Belterra
in this transfer might work in other states, but Indiana law, unlike most states, does not have
a specific sales or use tax exemption for capital contributions.
In Wisconsin v. River City Refuse Removal, 729 NW2d 396 (Wisc. 2007), the Wisconsin
Supreme Court held that the transfer of assets among subsidiary corporations of a common
corporate parent were not taxable transactions because the subsidiaries did not meet the
definition of retailers, and there was no consideration. According to the court
[t]he BFI subsidiaries lacked the necessary mercantile intent in transferring fixed
assets to River City to qualify as § 77.51(13)(a) retailers. They were not merchant
middlemen in the business of transferring fixed assets. They transferred selected
assets that they could no longer use as effectively as River City. They also did not
make a profit from transferring the assets to River City. Although, BFI generally benefited from relocating assets where they could be used most effectively,
Wisconsin is a legal entity theory state …. We treat wholly-owned subsidiaries
as independent legal entities, rather than as merely a part of the corporate shareholder. The BFI subsidiaries, as independent legal entities, did not have the requisite mercantile intent in transferring the assets at issue in this case. They were not
§ 77.51(13)(a) retailers.
In this case, River City received fixed assets from BFI subsidiaries and gave nothing in return. There is no evidence of a payment. There is no evidence that River
City made any promises to the BFI subsidiaries. The BFI subsidiaries acted and got
nothing in return. Accordingly, we conclude that the requisite consideration did not
exist for the intercompany transfers to be “purchases” pursuant to § 77.51(12)(a).

Title and Possession
Although many daily transactions, such as purchasing a toy, television, shirt, or suit at a mall,
do not raise any theoretical concerns regarding title, possession, and the nature of a sale, it
is not uncommon for title and possession to occur separately. Transferring title to tangible
personal property is generally a sale; however, one can have a sale in which title passes, but
the seller keeps possession of the property.Transferring possession is also generally considered
a sale, but it does not always mean that title is necessarily transferred along with possession.
In short, although the emphasis on defining a sale is to look where title and possession occur,
there are circumstances where title and possession are separated, but there is still a sale. The
Massachusetts Supreme Court explored some of those implications in Circuit City Stores, Inc.
v. Comm’r, 790 N.E.2d 636 (Mass. 2003).The issue in Circuit City was whether Massachusetts
customers could purchase items in a Circuit City store in Massachusetts, which has a sales
tax, but arrange to pick up the purchases at a Circuit City store in New Hampshire, which
does not have a sales tax. Did the sale occur at the Massachusetts store where payment was
made and, arguably, title passed or at the New Hampshire store where the exchange of possession took place? Exhibit 1-1 is the full court transcript of Circuit City.
6
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Exhibit 1-1: Circuit City Stores, Inc. v.
Commissioner of Revenue, 790 N.E.2d 636
(Mass. 2003)
Marshall, C.J., Greaney, Ireland, Spina, Cowin, & Sosman, JJ., Greaney, J.
At issue in this tax appeal is whether Circuit City Stores, Inc. (Circuit City), is liable for Massachusetts
excise with respect to its sales of its products to customers in stores located in Massachusetts, who
subsequently travel to stores in another State to pick up their purchased merchandise. The Appellate
Tax Board (board) rejected Circuit City’s challenge to the refusal by the Commissioner of Revenue
(commissioner) to abate $172,460 (plus interest and penalties) in “sales/use” tax assessed against it for
transactions in which merchandise purchased in Massachusetts was picked up by the customer in New
Hampshire, between April 1, 1993, and March 31, 1996. Circuit City argues that the transactions were
sales occurring in New Hampshire and, therefore, no tax is due under G. L. c. 64H, § 2, which imposes
sales tax on “sales at retail in the commonwealth, by any vendor, of tangible personal property… at the
rate of five percent.” Circuit City contends that the purchases became taxable in Massachusetts, if at
all, under the use tax statute, G. L. c. 64I, § 2, when the customer brought the purchased items into the
Commonwealth for “storage, use or other consumption” and after Circuit City’s involvement with the
transaction had ended. We transferred to this court Circuit City’s appeal from the decision of the board
that taxes properly were assessed. We conclude that the transactions were taxable under G. L. c. 64H, §
2, and now affirm the board’s decision.
1. The board found the following facts. Circuit City, a Virginia corporation with its principal place of business in Henrico County, Virginia, is a national retailer of electronic equipment. During the relevant tax
period, Circuit City operated eighteen retail stores and a distribution center in Massachusetts, as well as
a number of stores in New Hampshire, Rhode Island, and Connecticut. As a convenience to its customers (part of an over-all philosophy “to wow the customer”), Circuit City offers a sales option that allows
a customer to purchase merchandise at one Circuit City store but elect to pick up the merchandise at
an alternative store location. Circuit City refers to such transactions as “alternative location sales” and
determines the taxability of these sales based on the location where the item is released to the customer.
Because New Hampshire collects no State excise tax, customers of Circuit City stores in Massachusetts
willing to travel to a Circuit City store in New Hampshire to pick up their purchases are able to save the
5% sales tax that otherwise would be added to the retail price pursuant to G. L. c. 64H, § 2.
All of Circuit City’s so-called “alternative location sales” transactions are specifically coded in the
company’s inventory computer, or distributive process, system (DPS system) to differentiate them from
transactions in which purchased merchandise is carried from the cash register by the customer, delivered by Circuit City to a recipient, or picked up by the customer at the pick-up counter of the store where
purchased. The DPS system also records other pertinent information, including the store locations,
where the item is purchased and where it is to be picked up; the name, address, and telephone number
of the purchaser; the item purchased, including the brand, model, and sales price of the item; and the
imposition of any sales tax due on the item, based on the location where pick up is to occur.
Circuit City’s customer receipt, generated at the time of the purchase and given to the customer, contains
information similar to that recorded in the DPS system. Specifically, the customer receipt indicates the
store location where the item was purchased and a description of the item, including its brand, model, and
sales price. For alternative location sales, the customer receipt also includes the notation “reserved” and
the location of the Circuit City store designated for pick up. The “reserved” designation does not mean that
a particular item with a particular serial number physically has been set aside for the customer, but, rather,
that one less item is available for sale to other customers in the designated store’s inventory.
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When the customer arrives at the designated alternative location store, the customer presents the customer
receipt to the store’s customer service representative. The pertinent information is entered into the DPS
system, and a pick-up ticket is generated in the store’s warehouse. A Circuit City employee then removes an
item matching the make and model specified on the pick-up ticket from the warehouse inventory, verifies the
item by entering its serial number into an electronic scanner, and releases the item to the customer at the
pick-up counter. Circuit City’s DPS system then credits the sale to the Massachusetts store and credits a sales
commission to the sales associate who initiated the sale at the Massachusetts store. Until the merchandise
is picked up, customers may demand a refund or exchange at the store where the original sale occurred or
choose to pick up the merchandise there instead of traveling to the designated alternative location.1
The board heard testimony of three Circuit City customers who had entered into alternative location
sales. All three witnesses, who had been sequestered during each other’s testimony, testified that they
had purchased items (a television, a videocassette recorder, and computer equipment) at a Circuit City
store in Massachusetts and, following advice from a Circuit City employee that Massachusetts sales tax
could be avoided by picking their purchases up in New Hampshire, elected to do so. According to the
testimony of two customers, one Circuit City sales associate drew a map indicating driving directions to
the nearest New Hampshire store. All three witnesses stated that the pickup of their respective items
in New Hampshire involved simply presenting their customer receipts to claim the merchandise. No additional amounts were charged, and no other transactions transpired at that time.2
After conducting a tax audit, the commissioner assessed Circuit City for “sales/use” taxes relating to alternative location sales occurring between April 1, 1993, and March 31, 1996, in which customers purchased
merchandise at three different Circuit City stores in Massachusetts and designated that they would travel to a
New Hampshire Circuit City store to pick up the item.3 Circuit City paid the assessment in full and filed a timely
application for an abatement that was deemed denied. It then filed a petition with the board pursuant to G. L.
c. 62C, § 39, challenging the denial of the abatement. In its decision, the board concluded that the alternative
location sales at issue qualified as Massachusetts sales and, thus, were properly subject to “sales/use” tax.4
2. We now consider the merits of this appeal, which involve issues of statutory interpretation and no
constitutional claims. As a general rule, a decision of the board will not be disturbed unless unsupported
by substantial evidence or based on an error of law. Factual findings of the board ordinarily are final, and
the taxpayer has the burden of proving as matter of law its right to an abatement of the tax.5
1

We agree with the board’s determination that “there is nothing in the record to suggest that the customers would
be prevented from deciding to pick up the item at the Massachusetts store rather than travel to the alternative
location.”

2

In the absence of any evidence to the contrary, we leave undisturbed the board’s finding that the accounts of the
three witnesses of their experiences are representative of the manner in which Circuit City’s alternative location
sales option operated in the audited Massachusetts stores. We agree with Circuit City, however, that the record
demonstrates neither a corporate policy of tax evasion nor a general sales practice on the part of Circuit City of
encouraging customers to engage in tax avoidance. It is the taxability of alternative location sales, however, and
not the motive behind the alternative location sales option, that is dispositive of this appeal.

3

Circuit City was assessed a total of $281,227.87 (including interest and penalties for the periods at issue) for taxes
relating to four separate issues: exempt sales; ($12,035); expense items ($1,044); fixed assets ($10,310); and alternative location sales ($172,460). The assessment relating to alternative location sales is the only assessment at issue
in this appeal.

4

The board also concluded that the classification of the tax as a “sales/use” tax does not render the assessment
void and that the audit methods employed by the commissioner were neither unreliable nor invalid in the circumstances of this appeal. Circuit City does not now challenge these determinations.

5

See Kennametal, Inc. v. Commissioner of Revenue, 426 Mass. 39, 43 (1997), cert. denied, 523 U.S. 1059 (1998); M & T
Charters, Inc. v. Commissioner of Revenue, 404 Mass. 137, 140 (1989).
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Only retail sales6 that occur in Massachusetts are subject to the sales tax imposed by G. L. c. 64H, § 2.
The parties agree that the statutory definition of a sale in G. L. c. 64H, § 1, applies and, thus, a sale, for
purposes of this appeal, includes “any transfer of title or possession… of tangible personal property…
by any means whatsoever.”
The focus of the parties’ disagreement is when, and where, title passed from Circuit City to the customers
in connection with the purchased merchandise in the alternative location sales at issue.7 The commissioner asserts that title passed at the cash register when Circuit City received payment for the merchandise and the customer sales receipt, representing ownership of the purchased goods, was handed to the
customer. Circuit City argues that title did not pass until the purchased merchandise was physically placed
in the customer’s hands in New Hampshire.8 So far as we are aware, the concept of title in circumstances,
as here, where modern inventory computer systems allow a multistate corporation to accept full payment
in one State for merchandise located in another State, while simultaneously “reserving” the merchandise
(purchased “sight unseen”) with the understanding that the customer will take physical possession of the
merchandise at his or her convenience, has yet to be considered by an appellate court.
Our tax statutes provide no explicit definition of the term “title,” and so we look for guidance to the
Uniform Commercial Code (UCC), incorporated into the General Laws as chapter 106.9 See also 830
Code Mass. Regs. § 64H.6.7 (1993) (passage of title for sales tax purposes defined as in UCC. Section
2-401 of the UCC instructs on the concept of title.10) With respect to situations, as here, where “matters

6

A “[s]ale at retail” is a “sale of services or tangible personal property or both for any purpose other than resale in
the regular course of business.” G. L. c. 64H, § 1.

7

Title, of course, is not necessarily synonymous with possession. Because we conclude that title passes to the
customers in Massachusetts, however, we need not determine when and where “possession” passed for sales
tax purposes. As recognized by the board, an argument could be made that, although the customer’s receipt of the
merchandise occurred in New Hampshire, they received the right to possess the merchandise in Massachusetts.
According to this line of reasoning, Circuit City retained physical possession of the purchased merchandise, but it
did so at the direction of the customer and for the customer’s convenience and, therefore, constructive possession
passed to the customer in Massachusetts. See Browning-Ferris Indus., Inc. v. State Tax Comm’n, 375 Mass. 326,
330 n.4 (1978); R.J. Reynolds Tobacco Co. v. Boston & Me. R.R., 298 Mass. 152, 155 (1937).

8

As has been stated, Circuit City acknowledges that use tax could apply when (and if) the purchased merchandise is
brought into Massachusetts. See G. L. c. 64I, § 2. It is well established that the use tax and the sales tax are complementary components of our tax system, created to “reach all transactions, except those expressly exempted, ‘in
which tangible personal property is sold inside or outside the Commonwealth for storage, use, or other consumption within the Commonwealth.’” M & T Charters, Inc. v. Commissioner of Revenue, 404 Mass. 137, 140 (1989),
quoting Boston Tow Boat Co. v. State Tax Comm’n, 366 Mass. 474, 477 (1974); Towle v. Commissioner of Revenue,
[397 Mass. 599, 604 (1986)]. “The use tax was thus designed ‘to prevent the loss of sales tax revenue by out- ofState purchases,’ M & T Charters, Inc. v. Commissioner of Revenue, supra, and to protect local merchants from loss
of business to merchants in other States with lower or nonexistent sales taxes.” Commissioner of Revenue v. J.C.
Penney Co., 431 Mass. 684, 687 (2000). Circuit City contends, however, that it is the customers themselves who are
personally liable to the Commonwealth for use tax on their purchases. Because we conclude that the applicable
excise in these circumstances is the sales tax, and not the use tax, we need not address the scope of Circuit City’s
obligations under G. L. c. 64I, § 4, to collect use tax from its customers, and remit it to the Commonwealth.

9

See Associated Testing Lab., Inc. v. Commissioner of Revenue, 429 Mass. 628, 633-634 (1999); Sherman v.
Commissioner of Revenue, 24 Mass. App. Ct. 64, 66-67 (1987).

10

Although the passage of title is the material element of a sale for tax purposes, the concept of title is of small significance in determining the rights of the parties under Article 2 of the Uniform Commercial Code (UCC). See 1 W.D.
Hawkland, Uniform Commercial Code Series § 2-401:1 (2001). The introductory sentence of § 2-401 of the UCC sets
forth a statement of policy that the rights and obligations of parties under the UCC should be determined without
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concerning title become material,” § 2-401(2) provides that, “[u]nless otherwise explicitly agreed title
passes to the buyer at the time and place at which the seller completes his performance with reference
to the physical delivery of the goods.”11
We discern no explicit agreement between the parties concerning passage of title. Circuit City claims
that testimony at the hearing with respect to its handling of alternative location sales (i.e., that Circuit
City does not book the sale, credit the sale, or consider the sale to have occurred until the product is
physically released to the customer) indicates an understanding between the parties that the transaction
that takes place in Massachusetts constitutes, not a concluded sale, but only an order for merchandise.
We disagree. The events transpiring at the cash register in Massachusetts reflect a significant degree
of understanding between Circuit City and its customers that a sale, and not a mere deposit on an order,
has occurred. The customer sales receipt, although not a document of title, contains a description of
the item or items purchased, as well as the time and date of the sale. The record suggests that, in an
ordinary case, any period of warranty relevant to the purchase begins as of this date. The purchase price
reflected on the receipt represents full consideration paid for the merchandise. From the vantage point
of the customer, the sales receipt represents proof of his or her right to the purchased merchandise. The
fact the sale is credited to the Massachusetts store, and the commission accorded the sales associate
in Massachusetts, in our view, is indicative of the intent on Circuit City’s part that more than an order for
merchandise takes place in Massachusetts.12
The physical retention of the merchandise by Circuit City is not dispositive of “the time and place at
which the seller completes his performance with reference to the physical delivery of the goods” under
the UCC. G. L. c. 106, § 2 -401(2).13 Section § 2-503(1) describes acceptable methods of a seller’s tender
of delivery and states the following: “Tender of delivery requires that the seller put and hold conforming
dependence on the concept of title. See G. L. c. 106, § 2-401 (“Each provision of this Article with regard to the rights,
obligations and remedies of the [parties] applies irrespective of title to the goods except where the provision refers
to such title”). See also in this regard other provisions of the UCC governing rights and duties of the buyer and
seller in specific situations, e.g., G. L. c. 106, § 2-501 (insurable interest), §§ 2-509 and 2-510 (risk of loss), § 2-709
(right to damages or price), and § 2-722 (right to sue third parties for damages to goods).
11

In circumstances where “delivery is to be made without moving the goods,” § 2-401(3) provides that, unless
otherwise explicitly agreed: “(a) if the seller is to deliver a document of title, title passes at the time when and the
place where he delivers such documents; or (b) if the goods are at the time of contracting already identified and no
documents are to be delivered, title passes at the time and place of contracting.” The commissioner contends that
delivery is made in alternative location sales “without moving the goods” and, therefore, according to § 2- 401(3),
title passes “at the time and place of contracting” – at the cash register in Massachusetts. This position assumes
a broad understanding of the term “delivery” similar to that explained in our discussion under § 2-401(2), infra at. In
our view, analysis of the passage of title under the provisions of § 2-401(2) is more straightforward. See Mechanics
Nat’l Bank v. Gaucher, 7 Mass. App. Ct. 143, 147 (1979) (§ 2-401[2] applies to property requiring special handling
enabling buyer to take possession or where purchase price has been paid and seller holds goods for convenience
of buyer).

12

This inference is supported by testimony of a Circuit City district manager, who stated that, after an alternative
sales transaction is entered into the DPS system in Massachusetts, a customer’s change of mind with respect to
desired merchandise or pick-up location may only be accommodated by voiding the original sale and transacting a
new one.

13

We note that proposed amendments to art. 2 of the Uniform Commercial Code (UCC), submitted to the members of
the American Law Institute for discussion at the eightieth annual meeting in May, 2003, leaves § 2-401(2) substantively unchanged, with the exception of the elimination of “physical” preceding “delivery.” The proposed amendments also suggest changes that clearly distinguish between “delivery,” “physical possession,” and “receipt” of
goods. See § 2-103(1)(e) (defining delivery as “the voluntary transfer of physical possession or control of goods”)
and (l) (defining receipt as “taking physical possession of [goods]”).
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goods at the buyer’s disposition and give the buyer any notification reasonably necessary to enable him
to take delivery. The manner, time, and place for tender are determined by the agreement and this Article,
and in particular… tender must be at a reasonable hour, and if it is of goods they must be kept available
for the period reasonably necessary to enable the buyer to take possession….”
Under common law as well, title may pass although the goods are still in the actual possession of the
vendor.14 As under the UCC, the inquiry centers, not on physical transfer of the goods, but on whether
goods are placed within the actual or constructive possession of another.15 (“Under a contract of sale,
when the goods have been… appropriated and set apart, the vendor has done that which by the terms of
the agreement makes the whole consideration payable; and so long as he remains ready to do whatever
else is to be done to give the vendee the benefit of his purchase, he is entitled to receive the agreed
price without deduction on account of his retention of his lien upon the property”).16
Here, Circuit City performed its obligations with respect to delivery when the sale was entered as an
alternative location sale into Circuit City’s DPS system and the purchased merchandise was “reserved”
for the customer at the designated location. It was the customer from that point on who assumed responsibility for acquiring physical receipt of the purchased merchandise. The time of such receipt was placed
by Circuit City within the customer’s control and packaged as a sales option offered as part of Circuit
City’s over-all philosophy to “wow the customer.”17
It is clear that, under the UCC, no title can pass under a contract for sale “prior to their identification
to the contract.”18 This was also true in common law.19 We reject, however, Circuit City’s argument
that “identification to the contract” cannot be made in alternative location sales prior to the time that
the merchandise is physically removed from inventory and the serial number is scanned in the New
Hampshire store.20 The reserve notation marked on the customer sales receipt for the purchased merchandise sufficiently reflects its status of being set aside, or identified, to that particular transaction.21
The Circuit City district manager described the reserving system as moving merchandise to a “phantom”
14

See Bristol Mfg. Co. v. Arkwright Mills, 213 Mass. 172, 176-177 (1912).

15

See Mitchell v. LeClair, 165 Mass. 308, 310-311 (1896).

16

Definitions of the word “delivery” found in Black’s Law Dictionary also favor this approach. That text defines
“delivery” as the “giving or yielding possession or control of something to another” and provides that “symbolic
delivery” or constructive delivery of the subject matter of a sale may be made by the “actual delivery of an article
that represents the item, that renders access to it possible, or that provides evidence of the purchaser’s title to it,
such as the key to a warehouse or a bill of lading for goods on shipboard.” Black’s Law Dictionary 440 (7th ed. 1999).

17

See 3A R.A. Anderson, Uniform Commercial Code § 2.401.90 (3d ed. rev. 2002) (seller always obligated to deliver
goods, but performance of this duty may range from merely making goods available to buyer, shipping goods to
buyer, delivering goods at specified destination, making delivery of documents of title, or transferring title without
delivery of goods or documents).

18

G. L. c. 106, § 2 -401(1).

19

See G.E. Lothrup Theatres Co. v. Edison Elec. Illuminating Co., 290 Mass. 189, 193 (1935) (“title cannot pass until
goods are set apart and appropriated to the contract”).

20

This argument relies, in part, on Circuit City’s assumption of the risk of loss on the purchased merchandise until the
time that it is handed over to the customer. Section 2-509 of the UCC, however, bases risk of loss on the physical
location of the goods, irrespective of whether title has already passed to the buyer. As a merchant subject to art. 2
of the UCC, Circuit City cannot transfer the risk of loss until the customer’s actual receipt of the goods, even though
full payment has been made and the buyer has been notified that the goods are at his disposal. See G. L. c. 106, §
2-509(3); official comment 3 to § 2- 509, 1A U.L.A. 777 (Master ed. 1989).

21

The district manager testified that, although a store manager has the ability manually to override the DPS system in
order to sell the reserved merchandise to a different customer prior to pick up, such action is counter to company
policy and would create “a nightmare.”
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location to await customer pick up, and, indeed, the situation presented to the customer is just as though
the merchandise actually is set aside and waiting for the customer at the pick-up counter. The purchased
merchandise in the alternative location sales at issue is, by its nature, fungible.22 Because customers
do not choose items in a store such as Circuit City by a particular serial number, but only by make and
model, identification by serial number is unnecessary to the sale.23
Based on the principles expressed above, we reject Circuit City’s attempt to portray the alternative location
sales at issue as exempt from G. L. c. 64H, § 2, by virtue of falling within one or both of two statutory exclusions. The first, G. L. c. 64H, § 1, specifically excludes from the statutory definition retail sales “in which the
only transaction in the commonwealth is the mere execution of the contract of sale in which the tangible
personal property sold is not in the commonwealth at the time of such execution.” Although the merchandise was physically located in New Hampshire at the time of its purchase, far more than the “mere execution of the contract of sale” took place in Massachusetts: the buyer and the seller were in Massachusetts
at the time of purchase, and, as has been discussed, title to the purchased goods passed there.
The second statutory exclusion claimed by Circuit City is set forth in G. L. c. 64H, § 6(b), which exempts
from the sales tax “[s]ales of tangible personal property… which the vendor is obligated under the terms
of any agreement to deliver (1) to a purchaser outside the commonwealth or to a designee outside the
commonwealth of a purchaser outside the commonwealth or (2) to an interstate carrier for delivery to
a purchaser outside the commonwealth or to a designee outside the commonwealth of a purchaser
outside the commonwealth.” By its plain language, G. L. c. 64H, § 6(b), applies only to transactions
where terms of a sales agreement obligate a vendor to deliver its merchandise to a purchaser (or a
purchaser’s designee) who is outside Massachusetts.24 There was no such scenario in this case. As has
been explained, Circuit City performed its obligations with respect to delivery of the purchased merchandise at the time the merchandise was reserved for customer pick up and when the customer was
in Massachusetts. The terms of the sales agreement did not require Circuit City physically to transport
merchandise to a customer, or a customer’s designee, in New Hampshire by its own vehicle or by interstate carrier. [See Clark Franklin Press Corp. v. State Tax Comm’n, 364 Mass. 598, 603-604 (1974) (holding
also that “the plain meaning of § 6[b] is that an exemption applies only when the direct purchaser… is
located outside of Massachusetts”).25 See also George S. Carrington Co. v. State Tax Comm’n, 375 Mass.
549, 551 (1978) (sales tax imposed on out-of-State delivery because taxable event [delivery to post office]
occurred in Massachusetts).26] We conclude that the alternative location sales in issue were taxable

22

The UCC defines “[f]ungible” goods as “goods… of which any unit is, by nature or usage of trade, the equivalent of
any other like unit.” G. L. c. 106, § 1-201(17).

23

See Chokel v. First Nat’l Supermarkets, Inc., 421 Mass. 631, 637 (1996); Cushing v. Breed, 14 Allen 376, 380 (1867).

24

This court is not bound by a preliminary statement that may have been made in a letter sent to Circuit City by the
Department of Revenue indicating that the application of a literal reading of G. L. c. 64H, § 6(b), might exempt the
alternative location sales at issue from excise.

25

This interpretation is in accord with that of the department. See 830 Code Mass. Regs. § 64H.6.7 (1993) (§ 6[b] applies when purchaser of property is outside of Massachusetts at the time the order for the property is placed).

26

Any similarity of this case to one recently considered by the board in Neiman Marcus Group, Inc. v. Commissioner
of Revenue, 26 Mass. App. Tax Bd. Rep. 316 (2001) , is superficial only. The facts of that case involved sales by
a Massachusetts retail store to customers physically present in Massachusetts, who requested delivery of
purchased merchandise to a third-party designee at an out-of-State address. A common carrier conveyed the merchandise from Massachusetts to out-of-State recipients, and the purchaser paid for shipping and handling costs at
the time of purchase. The board determined that, because the store was obligated by agreement with the customer
to deliver the goods to the designated destination, the sales were not taxable in Massachusetts.
We also do not deal in this opinion with a situation where a Massachusetts store has a branch store located in another State that, at a customer’s request, ships taxable tangible personal property to Massachusetts residents. Nor
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in Massachusetts under G. L. c. 64H, § 2. As a final matter, we reject Circuit City’s claim that the board
ignored evidence with respect to the “national scope” of its alternative location sales procedure. The
fact that Circuit City chose to program its DPS system (albeit on a nationwide basis) to compute sales tax
according to the State where customer pick up occurs is wholly irrelevant to the question we are asked
to decide, whether sales tax is due on those sales under Massachusetts law. Circuit City presents no
evidence to support its assertions that other national retail chains base taxability of sales in a likewise
manner or that Massachusetts is now “out of sync” with other taxing jurisdictions.27
“It is a settled principle of our taxation jurisprudence that tax statutes are ‘to be construed as imposing taxes with respect to matters of substance and not with respect to mere matters of form.’ Green v.
Commissioner of Corps. & Taxation, 364 Mass. 389, 394 (1973), quoting Commissioner of Corps. & Taxation
v. Second Nat’l Bank, 308 Mass. 1, 6 (1941).” Commissioner of Revenue v. J.C. Penney Co., 431 Mass.
684, 688 (2000). In construing other terms of our tax statutes, we have “reject[ed] a technical construction… that would permit vendors to escape sales and use tax liability by artful drafting.” Commissioner
of Revenue v. Jafra Cosmetics, Inc., 433 Mass. 255, 261 (2001). See Clark Franklin Press Corp. v. State
Tax Comm’n, supra at 603. The transactions here involved sales to customers who were within the
Commonwealth at the time of purchase. Circuit City credited the sales to the Massachusetts stores and
the sales representative in the Massachusetts store received a commission on the sale. The sales occurred in Massachusetts and were taxable here.
3. There may remain unresolved matters with respect to Circuit City’s tax liability for the tax period at
issue. The board determined that it was not until April, 1995, that Circuit City programmed its DPS system
to isolate receipts from alternative location sales and determine taxability of those sales based on the
location where the item would be released to the customer. During the quarterly period beginning on
April 1, 1993, through the period ending on March 31, 1995, Circuit City apparently was still remitting 5%
of all sales attributable to its Massachusetts stores, regardless of the location at which the merchandise
was released to the customer. The board determined that, during this time, Circuit City (unwittingly) remitted $91,866.88 of Massachusetts sales tax on alternative location sales originating in Massachusetts.
The record also indicates that, during the audit period, Circuit City may have collected and remitted to
the commissioner excise from alternative location sales initiated out of State but concluded by customer
pick up at a Massachusetts store.
Any amount of credit owed to Circuit City based on tax payments remitted to the Commonwealth during
the tax period at issue is a matter to be determined by the commissioner on the bringing of an application
for abatement by Circuit City pursuant to G. L. c. 62C, § 37.
4. The board’s decision is affirmed. So ordered.

do we deal with a situation where a customer in Massachusetts purchases merchandise from a Massachusetts
store and, at the customer’s request, has it shipped to the customer at an address in another State (e.g., the customer’s vacation home), where it is collected by the customer and returned to Massachusetts.
27

Appellate decisions from other jurisdictions cited by Circuit City in support of its position that the alternative location sales at issue are not taxable in Massachusetts are instantly distinguishable because the sales in those cases,
unlike alternative location sales, involve physical movement of merchandise to another State. See Department
of Revenue v. United States Sugar Corp., 388 So. 2d 596, 597 (Fla. Dist. Ct. App. 1980); Bloomingdale Bros., a Div.
of Federated Dep’t Stores, Inc. v. Chu, 76 N.Y.2d 218, 222 (1987), citing C.G. Gunther’s Sons v. McGoldrick, 279 N.Y.
148 (1938); Hales Sand & Gravel, Inc. v. Audit Div. of State Tax Comm’n, 842 P.2d 887, 892 (Utah 1992). See also PPG
Indus., Inc., Trucking Div. v. Lindley, 1 Ohio St. 3d 212, 213-214 (1982) (at time of sale, trucks already in possession of
out-of-State buyer and parties agreed title would pass in Michigan).
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What Is the Subject of the Sale?
After determining the nature of the sale and whether it is includable or excludable, the
next analytical step is an evaluation of whether the subject of the sale (for example, tangible
personal property, service, and so on) is taxable. State statutes are generally all-inclusive with
respect to tangible personal property (that is, if the item sold is tangible personal property, it
is, by definition, subject to sales tax). As a consequence, if a taxpayer claims the sale is exempt
from tax, the taxpayer bears the burden of proof for the exemption or exclusion. Most state
statutes with respect to service sales, however, are not all-inclusive but, rather, statutes of
specific enumeration. In this case, the state bears the burden of showing that the taxpayer’s
transaction is one of the specifically enumerated services taxable by the state. This point is
nicely illustrated by the Colorado Supreme Court case of A.D. Store v. Department of Revenue,
19 P.3d 680 (2001), in which the Court held that clothing alterations separately purchased
and separately stated from the purchase of the article of clothing were not subject to tax
because alterations were not one of the state’s enumerated taxable services. As a consequence
of this decision, the Colorado Department of Revenue was forced to retreat from its position
that separately stated delivery and freight charges were always subject to tax. Compare the
Colorado position to a recent holding in Illinois. The Illinois Supreme Court recently held
that shipping charges are part of the tax base and subject to sales tax if they are not separately
stated and agreed to by the purchaser.6
To repeat: The general rule for most states is that sales of tangible personal property are
taxed, and services are not taxed, unless specifically included. Unless a taxpayer can point to
a specific exclusion or exemption, a sale of tangible personal property is presumed to be taxable. Services, however, are presumed nontaxable, unless specifically identified by statute.This
can be an important distinction because many states have held that any ambiguity in a taxing
statute must be resolved in favor of the taxpayer, but any ambiguity in the right to an exemption must be resolved against the taxpayer. Thus, when there is any doubt about the proper
imposition of a tax, the state must carry the burden of proof, but the taxpayer must carry
the burden of proof with respect to claims regarding exemptions. The importance of a close
reading of the statute is illustrated in Global Knowledge Training, LLC v. Levin, 936 N.E.2d 463
(Ohio 2010). In Global Knowledge, the Ohio Supreme Court affirmed that the state’s statute
imposing sales tax on computer services that included the “training of computer programmers and operators” did not extend to training involving application software—a subtle but
significant difference.
The distinction between an exclusion and exemption often hinges on whether the item
being taxed is part of the tax base, that subject matter being taxed, or outside the base.
Knowing and appreciating this distinction can be helpful not only while working with auditors but also in evaluating your options with respect to administrative and judicial appeals.

6

See Kean v.Wal-Mart Stores, Inc., 919 N.E.2d 926 (Ill. 2009).
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Example 1-1

ABC Company is part of an IRC Section 368(a)(1)(C) reorganization. Upon audit, a state auditor
assesses the transaction as an exchange that qualifies as a sale of tangible personal property.
Who should carry the burden of proof?
Generally, the state would carry the burden of proof because the auditor is asserting that the
transaction falls within the definition of a retail sale of tangible personal property.

Example 1-2

ABC Company uses a chemical in its manufacturing process that acts as a catalyst during processing. It does not pay tax on its purchases of the chemical because the accounting department believes the chemical is exempt as an ingredient part of the product being manufactured.
In the case of an audit examination, who will probably carry the burden of proof?
Generally, ABC Company will carry the burden of proof because the purchase is clearly a retail
sale of tangible personal property, and the company is asserting that its purchase is eligible for
the state’s exemption for tangible personal property purchased for resale (that is, wholesale).

Example 1-3

DEF Company provides maintenance contracts for the computer industry in a state that
imposes a sales tax on the retail sale of tangible personal property and certain select services.
One of the services taxed is warranty services. During an audit examination, a state auditor
claims that the maintenance contract falls within the definition of a warranty service and is
thereby taxable. Who will probably carry the burden of proof?
Generally, the state must be able to show that its taxing statute with respect to warranty services clearly includes the sale of maintenance contracts.

Because tangible personal property is the key subject of most sales tax statutes, it is critical
to clearly understand the scope of just what is included in the definition of tangible personal
property. Tangible personal property is usually defined as property that can be seen, measured,
weighed, felt, touched, or is otherwise perceptible to the senses.
As mentioned previously, most states tax a limited number of services. Only Hawaii and
New Mexico have a broad-based sales tax on services, with each state taxing over 150
different types of services. Several other states tax a significant number of services but nowhere near the number taxed by Hawaii and New Mexico. Those states include Arkansas,
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Connecticut, Iowa, Kansas, Mississippi, Nebraska, New Jersey, Texas, and Wisconsin. Some of
the most commonly taxed services can be found in box 1-2.

Box 1-2: Common Taxable Services

•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

Veterinary services
Horse boarding and riding
Pet grooming
Landscaping
Construction services, such as carpentry, painting, and plumbing
Storage services
Utility services (water, gas, electricity, and other fuels)
Marina services (docking, cleaning, and repairs)
Towing
Telecommunications
Real estate management
Health clubs and tanning salons
Massage services
Shoe repair
Cleaning houses
Cleaning swimming pools
Personal classes in dance, golf, tennis, and so on
Armored car services
Bail bond fees
Debt collection
Employment agencies
Pest extermination
Printing
Photocopying
Temporary help
Window cleaning
Automotive cleaning
Admissions and amusements, such as bowling, pinball, circuses, theater, amusement parks,
sporting events, and so on
• Repairs, remodeling, and installation

Unfortunately, most service sales include the conveyance of tangible personal property, and so,
one of the most troublesome areas is distinguishing between a service sale and a sale of tangible
personal property. Whether it is an attorney preparing a will, an accountant a tax return, or a
house painter the paint, many service sales include the conveyance of tangible personal property.
The question is whether the property conveyed is incidental to the sale or the very object of the
sale.What is the true object of the transaction? Some examples include the following:
• Are you buying the architect’s plans or his or her services?
• Is the printer selling me copying services or copies of my dissertation?
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• Did the dentist fix your teeth or sell you a new inlay?
• Were the names and addresses purchased last month a sale of an intangible or the
sale of a mailing list?
• Is stenography a service or sale of a transcript?
• Did the company purchase a computer time-sharing arrangement or lease the computer itself?
• Is the software provided in cloud computing a service sale or the lease of computer
software?
Defining the true object of a transaction is critical, as we will see later in our discussion of
mixed transactions, but first, let us begin by distinguishing tangible personal property from
real property and intangible property.

Tangible Personal Property Versus Real Property
The disputes over tangible personal property and real property generally arise when personal
property is becoming, or being built into, real property or when real property is becoming
separated into components of tangible personal property. For example, contractors are usually deemed to be the end users of the tangible personal property they use in constructing
real property. After all, once a contractor is finished using the nails, lumber, paint, and so on,
the tangible personal property has been consumed in the building of real property (that is, a
house). Questions arise, however, over items such as kitchen cabinets, windows, doors, or carpeting. How these items are bid or billed or when title passes may dictate different answers.
Common questions (using kitchen cabinets as an example) include the following:
• What if, say, kitchen cabinets are billed time and material?
• What if the cabinets are billed in a lump-sum bid?
• Would it make any difference if title to the kitchen cabinets passed before or after
installation into the real property?
• Is there a distinction between ready-made cabinets and custom-built cabinets?
Historically, the common law test looked to the mode of annexation to determine if
something was tangible personal property or real property.The key questions were as follows:
• Does the item lose its separate identity when it is built into the real property?
• Can the item be separated from the real property without damage or destruction to
itself or the real property to which it is a part?
These old common law tests are still found in many state statutes, although current case
law often looks to other tests, such as (a) the intention to make the tangible personal property a permanent part of real property and (b) whether the personal property has been adapted
to the purposes for which the real property is intended to be used.
In many states, items such as kitchen cabinets, doors, windows, signage, hot water heaters,
and so on fall into a separate category of property called fixtures. Fixtures are often defined
as an accessory to a building, other structure, or land that retains its separate identity upon
17
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installation but that is permanently attached to the realty. Whether an item is a fixture can
depend upon a variety of factors, including
• the method of attachment.
• the intent of the property holder to which the item is attached.
• whether the ownership of the item is connected to the acquisition of title to the
related real property.
• customization of the fixture for attachment in a particular location or space.
• whether installation requires a building permit or contractor license.
• the terms of any legal agreements or contracts.
The key issue with respect to fixtures is the timing of the sales tax, specifically whether
it occurs prior to or after installation. If title, ownership, and possession occur prior to the
fixture’s integration into the real property, it is treated as a retail sale of tangible personal
property subject to sales tax. If title, ownership, and possession occur after the fixture is built
into the real property, then the transaction is treated as a contract job on real property, and
the installer or contractor of the fixture should pay sales tax on his or her acquisition cost
of the fixture. This distinction was at the heart of a recent case in Nevada in which the taxpayer, a nationwide cabinet manufacturer that both sold its cabinets in its showroom, as well
as installed them as part of a construction contract, believed it had properly handled the tax
due as a construction contractor rather than a retailer because it was performing lump-sum
contracts on real property. The Nevada Supreme Court agreed. See Nevada v. Masco Builder
Cabinet Group, Dkt. No. 55183, Nev. Sup. Ct., (October 20, 2011).
Some of the variety of findings are illustrated by the following cases: Comptroller v. Kaiser
Aluminum & Chemical Corp., 223 Md. 384, 164 A.2d 886 (1960) (machinery and equipment
embedded in concrete is taxable tangible personal property); S.C. Dept of Rev., Private
Revenue Opinion No. 01-2 (June 25, 2001) (telecom grids permanently affixed to a roof are
not taxable personal property); Process Systems, Inc. v. Huddleston, Tenn App. Ct. No. 02A019503-00063 (October 25, 1996) (an airport conveyer belt system is not subject to sales tax
because it became part of a building that is real property);Va. Dept. of Taxation, P.D. 01-156
(October 17, 2001) (airport conveyer system is taxable tangible personal property); Fla. Dept.
of Rev., T.A.A. 01A-039 (July 11, 2001) (installation of a water fountain is not a sale of taxable tangible personal property but an exempt improvement to real property).

Tangible Personal Property Versus Intangible
Property
Intangible property such as stocks, bonds, patents, and copyrights are not subject to sales
tax because they are not tangible personal property. Such items are only representations of
enforceable intangible property rights, not property in and of themselves. However, several
courts have ruled that licenses to exhibit motion pictures were subject to sales tax because
the right to use the license could not be separated from the use of the tangible film. See, for
example, American Television Co. v. Hervey, 490 S.W.2d 796 (Ark. 1972); Boswell v. Paramount
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Television Sales, Inc., 282 So.2d 892 (Ala. 1973); Universal Images, Inc. v. Missouri, 608 S.W.2d
417 (Mo. 1980); and, more recently, American Multi-Cinema Inc., v. City of Westminster, 910
P.2d 64 (Colo. Ct. App. 1995); cert denied (1996).
Similar problems have arisen over the use of discount cards. Barnes & Noble sells to customers reader discount cards that entitle the customer to a 10 percent or more discount on
book purchases. The Tennessee Department of Revenue argued that the cards were taxable
because either they were tangible personal property, or they represented prepayments for
books that are tangible personal property.The Tennessee Court of Appeals disagreed, holding
that because there was no requirement that the card ever be used, the card simply represented
an intangible right to a discount.6 The Arizona Court of Appeals, however, held that such
preferred reader plans were taxable.7
The most recent type of coupon to attract state attention is the deal-of-the-day coupon
issued by such businesses as Groupon or LivingSocial. These companies provide websites
that solicit customers to purchase vouchers or coupons that offer discounted prices, allowing the purchasers to buy products or services from the retailer that is offering the deal of
the day. New York and California have provided guidance regarding the application of their
sales taxes to these types of coupons. For both states, the sale of the coupon to the purchaser
is not subject to sales tax because it is a sale of an intangible: an intangible right to purchase
goods or services at a later time. Both states treat the coupon as a gift card in that sales tax
is due when the purchaser redeems the coupon for taxable property or services. The retailer’s gross receipts subject to tax include the consideration paid by the purchaser for the
coupon plus any additional cash, credit, or other consideration paid to the retailer. See New
York’s TSB-M-11(16)S and California’s Special Notice L-297, California State Board of
Equalization, November 2011.
Similar disputes arise over such things as mailing lists; customer lists; information database
leases; prepaid phone cards; architectural drawings and models; and, of course, computer software.Taxpayers focus on the thing being transferred (intangible information) and see no sales
tax due, but tax administrators focus on the method of transfer (motion picture, labels, disks,
and so on) and see a taxable exchange of tangible personal property. This is not a new issue.
One of the earliest court cases on sales tax involved whether the sale of reference books that
furnished financial reports was a sale of tangible personal property (a book) or a sale of an
information service.8 Items commonly (but not always) taxable or partially taxable include
services related to tangible personal property, such as repairs, installations, warranties, guarantees, service agreements, and fabrication or assembly labor. Another item specifically mentioned in most state statutes is computer software. For instance, although it is an intangible,
computer software has some tangible property characteristics, based on its mode of conveyance. Shipping and transportation charges are taxable in many states, depending on who
requests and pays for the service. Sales of admissions to many events are taxed.To prevent the
6
7
8

Barnes & Noble Superstores, Inc. v. Huddleston, No. 01A01-9604-CH-00149, Tenn. Ct. App. (10/18/96).
Walden Books Co. v. Arizona, 12 P.3d 809 (Az. Ct. App. 2000).
See Dun & Bradstreet Inc., v. City of New York, 276 N.Y. 198, 11 N.E.2d 728 (Ct. of App. 1937). The
court ruled that it was an information service, a position now superseded by statute.
19

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

circumvention of the sales tax on sales of tangible personal property, leases and rentals are
usually taxed. See appendix 1A, “State Definitions of Tangible Personal Property,” at the end
of this chapter, for a collection of the states’ varying definitions of tangible personal property.

Mixed Transactions
Many transactions contain both a taxable and nontaxable component. Sometimes, the sales
of intangibles, as mentioned previously, are seen as mixed transactions. However, most of the
controversy over mixed transactions is generated by the combination of a nontaxable service
with tangible personal property. Items commonly, but not always, the result of mixed transactions include services related to tangible personal property, such as repairs, installations,
warranties, guarantees, service agreements, and fabrication or assembly labor.
Several approaches have been suggested in an attempt to resolve the problem of mixed
transactions.The primary approach has been the true object test.The true object test asks the
simple question, What is it the customer really wants? Does the customer want the tangible
personal property per se or the service conveyed by that tangible personal property? Thus,
the true object test tells us that when the taxpayer acquires a will from an attorney or a tax
return from a preparer, it is the nontaxable service that is really being sought, not the paper
upon which those services are conveyed.
Another way of looking at a will or tax return is to argue that the tangible personal property is so de minimis, so immaterial, to the transaction that it cannot possibly be the true
object of the transaction. In the early years of software development, this was often the position advanced by software developers. Developers would argue that, after all, the floppy disk
was immaterial to the thousands of dollars being charged for the software. Thus, it had to be
the nontaxable software services the customer was buying, not tangible personal property. In
response, some tax administrators pointed out that the fabric cost of an expensive custommade suit was immaterial, but that did not exempt the sale of a suit from sales tax.
A third approach in implementing the true object test was to ask how much a second copy
would cost. Buying a second custom-made suit to replace one destroyed costs as much as the
first suit. However, a software programmer may provide a second floppy disk containing the
applicable program for free or a nominal charge.Thus, the second-copy test may help explain
why custom-made suits are always taxable but, arguably, some software is not.
No one test—true object, de minimis, or second copy—will answer all the questions that
will arise in mixed transactions, but together, they offer a reasonable and methodical approach to confronting some seemingly insoluble sales and use tax conundrums.
Box 1-3 outlines three good illustrations of the application of the true object test and
the subtleties in applying such a test to fracturing materials, waste removal, and the use of
equipment.
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Box 1-3: Example True Object Test Cases

Noble Energy, Inc. v. Department of Revenue, 232 P.3d 293 (Colo. Ct. App. 2010). Affirming a
decision of the district court, the Court of Appeals held that a purchaser of well fracturing
services was purchasing a service, not the fracturing materials used in the performance of the
service. Accordingly, it ordered a refund of sales taxes paid by the taxpayer, Noble Energy, to
the fracturing service provider.
Well fracturing involves pumping fluids and proppants, such as sand, into an oil or a natural
gas well at high pressure in order to create and expand fractures in the hydrocarbon formation, thus increasing the well’s production. The fluids are ultimately removed from the well and
disposed of, and the proppants remain in the well permanently. Noble purchased the fracturing services from third parties. All invoices listed the quantities of materials used by the third
party; certain of the invoices also assigned a price to the materials. The Colorado Department
of Revenue contended that, in addition to providing a nontaxable service, the well fracturing
company engaged in a separable, taxable sale of the materials and proppants. Noble argued
that its payments to the fracturing companies amounted to a single, integrated transaction
properly construed as the purchase of a nontaxable service.
The Court of Appeals agreed with Noble. Relying heavily upon the Colorado Supreme Court’s
decision in City of Boulder v. Leanin’ Tree, Inc., 72 P.3d 361 (Colo. 2003), the court first determined that the fracturing service and materials were not meaningfully separable. Next, it concluded that the integrated transaction was properly viewed as the sale of a nontaxable service
rather than a taxable transfer of personal property. Among a number of reasons cited, it held
that the true object of Noble’s purchase was “to obtain fissures in the formation to enhance the
productivity of the well … and not to obtain fracturing materials.” The court also found a second, independent basis for excluding the proppants (for example, sand) from tax, concluding
that transfer of the proppants amounted to a transfer of real property, not personal property.
Waste Management of Colorado, Inc. v. City of Commerce City, 2010 Colo. App. LEXIS 497
(Apr. 15, 2010). The Colorado Court of Appeals rejected Commerce City’s attempt to tax waste
transportation services, finding that the transactions did not involve any taxable furnishing of
personal property under Commerce City’s code.
The case involved two types of waste hauling transactions. In the first, Waste Management
provided steel waste containers (so-called “roll-off” containers) to customers, together
with an agreement to remove (and generally replace) the containers on an as-needed basis.
Customers paid Waste Management each time the company removed the container but paid
no charge for the container itself. Second, Waste Management contracted with other companies to haul large waste trailers from its transfer station in Commerce City to landfills or recycling facilities (waste hauling services). The hauling companies charged Waste Management
on a per load or per hour basis. Commerce City argued that both types of transactions were
taxable under its code as a “furnishing of tangible personal property, together with the
services of an operator.” Waste Management contended that the transactions were solely for
nontaxable services, and the court agreed.
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The Court of Appeals first determined that City of Boulder v. Leanin’ Tree, Inc., 72 P.3d 361
(Colo. 2003), provided the applicable standard for reviewing any inseparably mixed transaction, including those involving services and personal property. Applying Leanin’ Tree’s totality
of the circumstances approach, it identified four factors that supported its conclusion that the
transactions were properly viewed as the sale of nontaxable services. (Although the court
applied the factors in the context of analyzing the waste hauling services, it arguably provides
standards applicable to any mixed services or third-party processor transaction.) First, the
court noted that the charges imposed were not based on the equipment used by the service
provider (that is, the charges did not vary, depending on whether the service provider used 1
truck or trailer or 10 to complete its service). Second, the customer did not dictate the type of
equipment used to perform the service. Third, at all times, the service provider retained possession, control, and ownership of the equipment used to deliver the service and bore most,
if not all, of the costs related to operating the equipment (for example, fuel costs). Fourth, the
service providers were not restricted from using their equipment for other customers.
Combs v. Chevron, 319 S.W.3d 836 (Tex. Ct. App. 2010). In Chevron, the question was whether
the rental of scaffolding was the provision of a service or an actual lease of tangible personal
property. The court found that the true object of the transaction was the scaffolding itself
and emphasized that the key element was the operational control over the tangible personal
property and that operational control was exercised by Chevron. In addition, the essence of
Chevron’s scaffolding contracts was the rental of the equipment itself to facilitate maintenance
work, not the attendant services provided.

Mixed or Bundled?
In most states, if a vendor does not separately state taxable items from nontaxable items on
the sales invoice, sales tax will apply to the entire purchase price. See, for example, Missouri
Letter Ruling LR 4393, December 14, 2007. In Dell Inc. v. San Francisco Superior Court, 71
Cal. Rptr. 3d 905 (2008), the California Board of Equalization, again, like most states, argued that if the taxable and exempt items were not separately stated on the invoice to the
customer, then sales tax was due upon the entire transaction. Dell Computer had followed
the state’s guidance, and although the company separately priced its optional maintenance
contracts and hardware during the customer’s website selection process, it did not separately
state them upon the final invoice and, accordingly, applied tax to the entire sales price.
The court rejected the state’s argument and Dell’s policies, holding that there was no basis
for such a position in California law and, thus, no basis for the board’s interpretation. The
court went on to distinguish between a mixed transaction and a bundled transaction. In a
mixed transaction, the items purchased are separately identifiable, and tax should only be
applied to those parts of the transaction subject to tax, regardless of the presentation on the
sales tax invoice. A bundled sale was a transaction in which the items purchased (usually a
combination of services and tangible personal property) are “inextricably intertwined in a
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single sale.” As a consequence, although there may be a question of the true object of the
transaction in a bundled sale, the question is inapplicable in a mixed transaction.
Over the past several years, states have allowed the telecommunications industry to bundle
basic taxable telephone service with nontaxable Internet access and other services and to
only apply tax to the taxable portions of those sales, regardless of whether the items were
separately stated to the customer. Is the Dell decision in California consistent with those
policies?

What Is the Sales Price or Tax Base?
After analyzing the nature of the sale and its subject, the next step requires determining the
sales price or tax base. In other words, once we have determined that we have a sale or an
exchange of a taxable subject, tangible personal property, or a taxable service, we must determine the base of the price in question to which we will apply the tax rate.
Generally, the measure of the sales and use tax is the total value received, whether in money or otherwise, in consideration for the exchange. For many states, the tax base is found in
their definition of sales price or purchase price. The purchase price is usually defined as the price
to the consumer and often includes
• money received or due in cash and credits.
• the fair market value of the buyer’s property taken in exchange, but not for resale, in
the usual course of the retailing business.
• the value of coupons when the retailer is reimbursed for part of the purchase price.
• finance, service, or other charges in credit sales if the charges are not separately
billed.
• installation, delivery, and wheeling-in charges if not separately stated.
• transportation and other delivery charges if the agreement requires delivery to complete the sale.
• indirect federal manufacturers’ excise taxes.
• the gross purchase price of articles sold after they are manufactured or made to order
(including the value of materials used, labor, or service and the profit).
Box 1-4 outlines three example definitions.

Box 1-4: Sample Sales Price Definitions

Florida [Fla. Stat. §212.02(16)]

“Sales price” means the total amount paid for tangible personal property, including any
services that are a part of the sale, valued in money, whether paid in money or otherwise, and
includes any amount for which credit is given to the purchaser by the seller, without any
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deduction therefrom on account of the cost of the property sold, the cost of materials used,
labor or service cost, interest charged, losses, or any other expense whatsoever. “Sales price”
also includes the consideration for a transaction which requires both labor and material to
alter, remodel, maintain, adjust, or repair tangible personal property. Trade-ins or discounts allowed and taken at the time of sale shall not be included within the purview of this subsection.
“Sales price” also includes the full face value of any coupon used by a purchaser to reduce
the price paid to a retailer for an item of tangible personal property; where the retailer will be
reimbursed for such coupon, in whole or in part, by the manufacturer of the item of tangible
personal property; or whenever it is not practicable for the retailer to determine, at the time of
sale, the extent to which reimbursement for the coupon will be made. The term “sales price”
does not include federal excise taxes imposed upon the retailer on the sale of tangible personal property. The term “sales price” does include federal manufacturers’ excise taxes, even
if the federal tax is listed as a separate item on the invoice. To the extent required by federal
law, the term “sales price” does not include charges for Internet access services which are
not itemized on the customer’s bill, but which can be reasonably identified from the selling
dealer’s books and records kept in the regular course of business. The dealer may support the
allocation of charges with books and records kept in the regular course of business covering
the dealer’s entire service area, including territories outside this state.
New York [N.Y. Tax Law §1101(b)(3)]

The amount of the sale price of any property and the charge for any service taxable under this
article, including gas and gas service and electricity and electric service of whatever nature,
valued in money, whether received in money or otherwise, including any amount for which
credit is allowed by the vendor to the purchaser, without any deduction for expenses or early
payment discounts and also including any charges by the vendor to the purchaser for shipping
or delivery, and, with respect to gas and gas service and electricity and electric service, any
charges by the vendor for transportation, transmission or distribution, regardless of whether
such charges are separately stated in the written contract, if any, or on the bill rendered to
such purchaser and regardless of whether such shipping or delivery or transportation, transmission, or distribution is provided by such vendor or a third party, but excluding any credit for
tangible personal property accepted in part payment and intended for resale.
Texas [Tex. Tax Code Ann. §151.007]

a. Except as provided by Subsections (c) and (d), “sales price” or “receipts” means the total
amount for which a taxable item is sold, leased, or rented, valued in money, without a
deduction for the cost of:
(1) the taxable item sold, leased, or rented;
(2) the materials used, labor or service employed, interest, losses, or other expenses;
(3) the transportation or installation of tangible personal property ; or
(4) transportation incident to the performance of a taxable service.
b. The total amount for which a taxable item is sold, leased, or rented includes a service that
is a part of the sale and the amount of credit given to the purchaser by the seller.
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c. “Sales price” or “receipts” does not include any of the following if separately identified to
the customer by such means as an invoice, billing, sales slip or ticket, or contract:
(1) a cash discount allowed on the sale;
(2) the amount charged for tangible personal property returned by a customer if the total
amount charged is refunded by cash or credit;
(3) a refund of the charges for the performance of a taxable service;
(4) finance, carrying and service charges, or interest from credit extended on sales of
taxable items under a conditional sales contract or other contract providing for the
deferred payment of the purchase price;
(5) the value of tangible personal property that:
A. is taken by a seller in trade as all or part of the consideration for a sale of a taxable
item; and
B. is of a type of property sold by the seller in the regular course of business;
(6) the face value of United States coin or currency in a sale of that coin or currency in
which the total consideration given by the purchaser exceeds the face value of the coin
or currency; or
(7) a voluntary gratuity or a reasonable mandatory charge for the service of a meal or food
products, including soft drinks and candy, for immediate human consumption when the
service charge is separated from the sales price of the meal or food product and identified as a gratuity or tip and when the total amount of the service charge is disbursed by
the employer to employees who customarily and regularly provide the service.

As illustrated in box 1-4, some of the variables in defining sales price include trade-ins,
discounts, rebates, finance charges, delivery, freight, handling, returns, allowances, and installation costs, to name only a few. Whether and when these items are included or excluded
from the taxable sales price can vary, not only from state to state but from transaction to
transaction. Freight and delivery charges, for example, are often thought of as nontaxable
service sales. However, most states tax freight if the freight or delivery charges are necessary
to consummate the sale. The theory behind this position is that the sales price of a good
includes all those charges assessed to the customer up to the point at which title passes (that
is, when the sale takes place). Thus, if a sale is made free on board (FOB) destination (indicating that title passes after delivery), it is likely that sales tax is due on the total price of the
property, including shipping. A sale made FOB shipping point (indicating that title passes
before delivery), however, may allow the freight charges to be excluded from the tax base.
Unfortunately, either situation can be further complicated by whether the freight is separately stated, who pays it, and under what conditions (for example, if the seller is acting as
the agent for the buyer).
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Whose Tax do I Have to Collect?
Once an analysis is made of the nature of the sale, the subject of the sale, and how it is measured, there remains a final question. Assuming the sale is taxable, what jurisdiction, if any,
has the right to require collection and remittance by the seller? The location of a transaction
for sales and use tax purposes is generally the location where the property is delivered to the
buyer. This issue is not only pertinent to businesses but comes up frequently for individuals.
Any items purchased by an individual through mail order, assuming the article is subject to
tax, and no other exemptions apply, should be taxed. If the seller is not licensed to collect
the sales tax, the item is typically acquired free of sales tax. The tax charged is generally that
imposed by the jurisdiction where the property is delivered. The jurisdiction where the
property is delivered may not be a jurisdiction where the seller has any property, employees,
or other business contacts.
Accordingly, the seller may not be required to license itself for collecting the sales tax.
Therefore, the transaction very likely may not be taxed by the seller. However, the purchaser
would have an obligation to pay the equivalent use tax.
One of the more difficult compliance problems is determining the correct local tax rate to
charge. In addition to the state tax, there may be applicable county, city, and special district
taxes. Special district taxes can include school boards (common in Louisiana); transportation
districts (city or county bus system); utility (sewage, garbage, and water); and even arts and
sports districts. Colorado, for example, has a special taxing district for the arts and the Denver
Broncos’ football stadium.
In most states, the local taxes are collected by the state revenue department and remitted
along with the state sales tax on the state sales tax return. The key exceptions are Alabama,
Alaska, Arizona, Colorado, and Louisiana. Alaska does not have a state sales tax, but many of
its cities do. In Alabama, Arizona, Colorado, and Louisiana, the local tax base is often different
from the state tax base, meaning something that might be taxable or exempt at the state level
is not necessarily taxable or exempt at the local level. For example, in Louisiana, prescription
drugs are exempt at the state level but not necessarily at the city or parish level.
In Arizona, Tucson and Phoenix collect their own sales taxes, but the state collects sales
taxes from most of the smaller cities. (The other Arizona cities collecting their own sales tax
include Avondale, Chandler, Flagstaff, Glendale, Mesa, Nogales, Peoria, Prescott, Scottsdale,
and Tempe.) The situation is even worse in Colorado where 68 home-rule cities have their
own sales and use tax registration, filing requirements, and independently defined tax bases
completely separate from the state sales tax. It is not uncommon in Colorado for even a small
Mom and Pop business in the Denver metropolitan area to have to file up to 14 or 15 different sales tax returns each month.
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Example 1-4

Ye Old Bookshop is a bookseller in Camden, Maine. The company does not have any employees, property, or locations other than in Maine, but it does have significant online and catalog
sales nationwide. Ye Old Bookshop sells a rare 19th century novel to a purchaser in Cleveland,
Ohio. The book is shipped and insured through a common carrier.
Does Ye Old Bookshop have to collect state sales tax from the purchaser? If so, which state
sales tax: Maine or Ohio?
The bookseller does not have any obligation to collect the Ohio sales tax because it does not
have nexus with Ohio. In addition, it does not have to collect Maine sales tax because the sale
is an interstate sale delivered out of state. The purchaser has an obligation to remit a use tax to
Ohio.
Question for discussion: Does the purchaser remit use tax on the purchase price of the book or
the purchase price of the book plus the delivery costs?

Failure to properly account for, collect, and remit the correct sales tax can be financially
devastating. Although the sales tax may not be a direct expense for a retailer because it is
passed through to the purchaser, it still may end up being a significant expenditure for that
retailer. If the tax is not appropriately collected and remitted to the state, the retailer is generally held liable for payment and could be charged interest and penalties. Therefore, a poor
understanding of sales tax rules or inadequate procedures with respect to collecting, remitting, and reporting sales tax could convert the expense and liability of third-party purchasers
to the expense and liability of the retailer.

Author’s Note:Who Gets the Tax?
Most states follow a destination rule (that is, the state or local jurisdiction where the goods
come to rest gets the tax). Generally, this is not an issue for state tax purposes; however, it
can be a substantial issue for local tax purposes
Example: Bruce and John’s Pizzeria delivers an extra-large pepperoni pizza to the neighboring suburb from where the restaurant is located. In a destination state, assuming it is
making regular deliveries, it would be required to collect the tax of the destination city.
For local tax purposes, however, some states, like Ohio, are on an origin basis. In our
example, Bruce and John’s Pizzeria would be required to collect tax based upon where the
restaurant was located. Although destination makes sense, it makes local taxation much
more complicated because you have to know the rates in all the jurisdictions in which you
deliver.This issue almost brought a nationwide sales tax reform effort, the streamline sales
tax, to a halt.
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User Tax: The Complement to Sales Tax
Every state that has a sales tax has a complementary use tax. Although the sales tax is assessed on retail sales, the use tax is assessed on the storage, use, or consumption of tangible
personal property purchased at retail and upon which no sales tax was paid. For example, the
New York statute provides that “except to the extent that property or services have already
been or will be subject to the sales tax under this article, there is hereby imposed on every
person a use tax for the use within this state.”6 The effect is to create a level playing field between in-state and out-of-state retailers. Without a use tax, sales tax could be circumvented
by purchasing articles outside of a taxing jurisdiction. Why? Because the Supreme Court
held that states could not impose sales taxes on sales in interstate commerce. In 1887, the
Supreme Court said that “the negotiations of sales of goods which are in another state, for
the purpose of introducing them into the state in which the negotiation is made, is interstate
commerce.”7 See also McLeod v. J.E. Dilworth, 322 U.S. 327 (1944), holding that when title to
tangible personal property passed upon delivery of the goods to a carrier, the state to which
the goods were shipped could not assess a sales tax. As a consequence of this decision and
others, state tax administrators believed that a sales tax assessed on goods shipped from outside their state would be an unconstitutional violation of the U.S. Constitution’s Commerce
Clause. However, a use tax is an assessment on the goods after interstate commerce has ended,
and the articles have come to rest. The validity of use taxes was upheld in Helson & Randolph
v. Kentucky, 279 U.S. 245 (1929). Although the definition and application of the Commerce
Clause has changed over the years, the states’ attempts to require remote sellers (out-of-state
sellers with no presence in the state) to collect the state’s sales tax is usually legislatively crafted as a requirement to collect the states’ use tax. Because the taxable moment of use occurs
after the goods have come to rest in the state, the tax avoids violating the Commerce Clause.

Author’s Note: Consumer’s Use Tax Basics
Use taxes are complementary to sales taxes. A use tax can be applied to storage, use, or
consumption of that bought at retail and upon which no sales tax was paid. Another way to
consider use taxes is that a sales tax is a tax on the freedom to purchase, and a use tax is a
tax on the enjoyment of that which was purchased.
What generally triggers use tax? Purchases made from retailers that do not (for whatever
reason) collect sales tax for your location or transferring or moving assets from one jurisdiction to another.

6
7

N.Y. Tax Law §1110(a).
Robbins v. Shelby County Taxing Dist., 120 U.S. 489 (1887).
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It has become quite common to use the terms sales tax and use tax interchangeably. It is important, however, to remember that we are talking about two different taxes that, although complementary, are distinct in their nature and application. As the Supreme Court said in McLeod
[a] sale tax and a use tax in many instances may bring about the same result. But they
are different in conception, are assessments upon different transactions, and in the interlacings of the two legislative authorities within our federation may have to justify
themselves on different constitutional grounds. A sales tax is a tax on the freedom to
purchase …. A use tax is a tax on the enjoyment of that which was purchased.

The following examples illustrate the basic principles of use tax:

Example 1-5

Steve Jones, who owns a trucking company in Denver, Colorado, purchases $800 of office supplies for his trucking company from an office supply store located in a nearby mall. Colorado’s
state sales tax rate is 2.9 percent. In addition to the $800, the store charges Steve $23.20 in
state sales tax upon his purchase ($800 × 0.029 = $23.20).

Example 1-6

Steve buys $1,200 of repair parts for his trucks from an out-of-state mail-order supplier that,
not having any locations or presence in Colorado, is not required to collect the state’s tax and
does not do so. Steve must remit to Colorado use tax of $34.80 ($1,200 × 0.029 = $34.80) upon his
purchase of repair parts.

Example 1-7

While visiting a customer in Cheyenne, Wyoming, Steve purchases an office computer for
$1,800 at a Cheyenne store. He takes the computer back to Colorado for use in his Denver
office. The Wyoming state sales tax is 4 percent, and the Cheyenne store charges Steve sales
tax of $72 ($1,800 × 0.04). Steve owes the state of Colorado use tax of $52.20 upon his purchase
of the computer. However, Steve can take a credit (limited to the use tax due of $52.20) against
the Colorado use tax for the sales tax paid to Wyoming. Because the tax paid to Wyoming
exceeds the tax due to Colorado, Steve does not owe any use tax to Colorado.

To ensure uniformity in the complementary nature of the tax, use tax definitions will
typically parallel the sales tax definitions. For example, the sale price and gross receipts for
a use tax transaction will usually include or exclude those items that are included or excluded for sales tax purposes. Despite efforts at uniformity between sales and use tax statutes,
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discrepancies do exist.Taxpayers must be careful in relying upon a sales tax exemption when
that same exemption is available under the jurisdiction’s use tax.
Use has been broadly defined to include almost any exercise of any right or power over
tangible personal property incident to its ownership. For example, although some states’
definition of use includes the term distribution, many state statutes do not. Nevertheless, some
courts have held that use includes distribution, regardless of whether expressly provided for
in statute. For example, a taxpayer in Connecticut purchased catalogs from an out-of-state
distributor that printed and mailed the catalogs from outside Connecticut.The state imposed
use tax on those catalogs that were mailed to Connecticut residents, and the court upheld
the state’s position, ruling that the taxpayer exercised control by directing where the catalogs
were to be sent.6 The question of promotional materials printed, purchased, and mailed from
outside the state has been a contentious one. States have won almost all of these battles, with
few exceptions.7 However, a recent win by an Indiana taxpayer may point to a way, in certain
states, to minimize the tax on such transactions. In AOL, LLC v. Indiana, No. 49T10-0903TA-7 (Ind. Tax Ct., December 29, 2010), the taxpayer was able to avoid the use tax on promotional materials shipped into the state by first separating the manufacture and production
of the materials from the services of shipping them into the state. As the court pointed out,
the taxpayer’s purchase of the raw material and paper consumed in the production process
were never actually “used” in Indiana, and the distribution of the finished product was not
actually acquired in a retail transaction.
Almost every state provides a credit against its use tax for sales tax paid to another state.
Thus, if a taxpayer were to purchase a piece of equipment in state A, upon which it paid a
3.5 percent sales tax, it will receive a credit for that tax paid if it were to move the equipment into state B that has a 4 percent sales tax. However, state B will only grant a credit to
the extent of the tax paid to state A, so generally the taxpayer will have to pay state B use tax
representing the difference between the 3.5 percent and 4 percent rates. It is not always clear
whether credit against a state tax will be given for local city or county taxes paid.

Example 1-8

ACME Construction purchases a cement mixer in state A, upon which it pays a combined sales
tax rate of 7.5 percent comprising a state rate of 4 percent, a county rate of 1 percent, and a
city rate of 2.5 percent. Six months later, it moves the mixer to state B that has a state tax rate
of 5 percent. State B will grant a credit of 4 percent against its 5 percent tax, but it may not
necessarily grant a credit for the local taxes paid.

6
7

Sharper Image Corp. v. Miller, 692 A.2d 774 (Conn. 1997).
See D.H. Holmes Co. v. McNamara, 486 U.S. 24, 32 (1988); American Cyanamid Co. v Tracy, 659 N.E.2d
1263 (Ohio 1996), rehearing denied, 661 N.E.2d 760 (Ohio 1996); Talbots v. Schwartzberg, 928 P.2d 822
(Colo. Ct. App. 1996); Collins v. J.C. Penney, 461 S.E.2d 582 (Ga. Ct. App. 1995); Service Merchandise v.
Arizona, 937 P.2d 336 (Ariz. Ct. App. 1996); Comm’r of Revenue v. J.C. Penney, 730 N.E.2d 266 (2000);
but also see Sharper Image v. Michigan, 550 N.W.2d 596 (Mich. Ct. App. 1996), cert. denied, 560 N.W.2d
636 (Mich. 1997).
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A credit may not be available when the use tax was due but not first paid.

Example 1-9

ACME Construction purchases a cement mixer in state A, where it is stored for six months
prior to being shipped to State B, where it is put to use. No use tax is paid to state A, but ACME
self-assesses use tax that it pays to state B after moving the cement mixer into that state. State
A audits ACME and assesses the company use tax upon its purchase and storage of the mixer
in the state. It is unlikely that state A, absent a temporary storage exemption, will grant a credit
against its use tax for the tax paid to state B because, although the mixer was first used in
state B, it was first purchased and stored in state A.

Registration and Filing Requirements
As stated previously, most states require the seller to collect the sales tax from the purchaser.
Failure to do so can result in the seller being held liable for the tax it failed to collect.
Assuming a business has sufficient contacts in a state, so that it must register to collect sales
and use tax, the company must abide by that jurisdiction’s rules with respect to collection,
accounting methods to be used, filing and deposit requirements, and other pertinent rules.
The registration process is usually straightforward and is often initiated by contacting the
appropriate state’s department of revenue, taxation office, or other proper authority. A state
revenue department listing with addresses, telephone numbers, and websites for each state
can be found online at the Federation of Tax Administrator’s website at www.taxadmin.org.
Upon receipt of the registration information, the state may assign a specific schedule for
filing returns and depositing tax and for whether the returns and deposits must be filed
electronically. This could be contingent on the volume of activity, number of locations in
the state, and other factors. Some states will have separate forms to request permission to file
combined sales and use tax returns, to charge tax on lease payments rather than to pay sales
or use tax on property that will be leased out, to elect how to be treated if the taxpayer is
engaged in a contracting business, and so on. Upon registration, it is also helpful to request
a copy of the state’s sales and use tax regulations, pertinent information guides, and other
industry‑specific information.
Typically, returns will need to be filed every tax period, even though there may be no tax
to report. Filing returns may be worth the administrative inconvenience and can benefit the
taxpayer in the event of an audit by starting to toll the statute of limitations. It is also important that forms be fully completed to minimize inquiries from the state and ensure the
statute of limitations is running.
Some states have combined sales and use tax returns; others are separate. In those states
with separate sales and use tax returns, the filing of a sales tax return will not necessarily start
the statute of limitations running for use tax and vice versa. Thus, taxpayers need to be sure
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they have registered and are filing all the appropriate tax forms. In addition to the standard
forms, state rules and regulations should be examined for any required elections (cash or accrual, for example) or local taxes.
The procedures involving resale and exemption certificates should be closely followed. A
resale certificate indicates that the product purchased will be resold and, thereby, shifts responsibility for collection and payment of the tax from the supplier to the retailer. Exemption
certificates may be issued with respect to either the nature of the transaction or the purchaser. For example, there may be exemption certificates specifically for tax-free purchases of
machinery used in manufacturing.There may also be exempt certificates unique to churches,
charities, and governmental agencies. Appropriate completion of exemption and resale certificates and retention of these documents in the event of an audit or other review by the
taxing authorities is critical.
It is a common mistake to assume not-for-profit organizations are exempt per se. Usually,
they must meet the specific criteria for a particular taxing jurisdiction. For example, most
states will exempt purchases by a not-for-profit entity that is a qualifying IRC Section 501(c)
(3) entity. Purchases by other not for profits, such as a local chess club or reading group, are
usually taxable. In either case, sales by not for profits to the public are often taxable or restricted in scope.
Typically, the state will issue a tax‑exempt number to the not for profit or other organization requesting exemption.This can usually be requested to ensure that the entity requesting
exemption is in fact exempt under the laws of the taxing jurisdiction. Exemptions for other
specific businesses, such as truck lines or other contract carriers that have multistate businesses, may also be available. This information is generally readily obtainable from each state.
Exemption or resale certificates ordinarily require answers to a minimum number of questions before they are accepted. Furthermore, the exemption or resale certificate usually must
be accepted in good faith. For instance, a resale certificate received from an accounting firm
for the purchase of office furniture would be suspect.
Most states provide resale certificates unique to that state. However, the Multistate Tax
Commission (MTC) provides a uniform resale certificate accepted by all MTC member
states and many other states, as well. (See appendix C, “State Sales Tax Rates for 2012,” for a
copy of the MTC uniform resale certificate and instructions.)
Direct pay permits are issued by many states. A direct pay permit allows the purchaser to
make all its purchases free of tax, paying the tax directly to the state, rather than retailers.The
state may limit the use of direct pay permits to specific industries, such as manufacturers, or
to taxpayers with a significant volume of annual purchases. As with a resale certificate, the
purchaser issues the direct pay permit to the retailer, thus shifting the responsibility for paying any tax to the purchaser.The latter is responsible for determining the proper tax status of
the purchase and recording it accordingly.
Most states provide for penalties, interest, or other liabilities for late filings, late payments,
or knowingly submitting fraudulent returns. These penalties will be specified in the statutes.
Penalty and interest issues can be very significant, particularly in audits. Upon receiving an
assessment, it is always worthwhile to review the state’s penalty procedures for any potential

32

Chapter 1: Sales and Use Tax Basics

abatement. Often, deadlines for penalty abatements must be strictly observed. Accordingly,
these items should be investigated early, before, or during any audit in progress. It is important to remember that failure to register or file will keep a state’s statute of limitations open
indefinitely.
In conjunction with filings of the various sales tax reports, the taxpayer should review
the rules regarding record retention; modes of transmitting payment; acceptable or required
accounting method;, collection fees; and, of course, all the basic rules concerning standard
return filings. A preventative review and analysis of these items can save significant time and
potential expense down the road.

Exclusions and Exemptions
There are numerous exclusions and exemptions to the imposition of a sales or use tax.These
are very critical for tax planning and appropriate compliance with the tax laws. Generally
speaking, exclusions are those items that, by definition, are not subject to tax. For example,
birthday gifts are not subject to sales and use tax because gifts are, by definition, not a sale
or an exchange of tangible personal property for consideration. (However, the purchase of
the present by the person making the gift would be a taxable sale of tangible personal property at retail.) Exemptions, on the other hand, are specific statutory exceptions that exist as
a matter of legislative grace. For example, prosthetic medical devices are often specifically
exempted from sales and use tax. There are various ways of ordering the study of exclusions
and exemptions, but for purposes of this book, as well as for ease of recollection and analytical purposes, exclusions and exemptions have been categorized into three buckets:
1. Entity-based exemptions. These are exemptions that are based on the nature of the entity
making either the purchase or sale. Government bodies, churches, and synagogues are
the most common examples of entity-based exemptions. In fact, entity-based exemptions can be broken down into two subcategories:
a.
b.

Nature of the purchaser
Nature of the seller

2. Product-based exemptions.These exemptions are driven strictly by the nature of the product
being sold. Prescription-based medicines are an example of a product-based exemption.
3. Use-based exemptions. These exemptions are determined by how the item being purchased is used by the purchaser. The most common example would be inventory purchased for resale.
These categories will be addressed subsequently. Keep in mind that for all exemptions,
there may be a great disparity from state to state. These four categories are intended to assist
in viewing the taxable and nontaxable nature of the transaction but are not to be used for
specific guidance in any state.
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Entity-Based Exceptions
Nature of the Purchaser
Transactions commonly not subject to the sales and use tax due to the nature of the purchaser would include the following:
• Sales to the U.S. government and its agencies. States are constitutionally not allowed
to tax the federal government. Be cautious in this area. States will usually list the
specific exempt governmental agencies. Numerous governmental or quasigovernmental agencies, many of which appear to be exempt, are not. If the state does not
have a specific list, an exempt organization’s status can usually be confirmed through
the state’s department of revenue or taxation. Another common mistake is to assume
that contractors doing work on federal projects are exempt from tax on their purchases. That is generally not true unless “an agency or instrumentality [is] so closely
connected to the Government that the two cannot realistically be viewed as separate
entities.” See United States v. New Mexico, 455 U.S. 720 (1982) and United States v.
California, 113 U.S. 1784 (1993).
• Not‑for‑profit organizations. This issue should be approached conservatively because
many federal not-for-profit organizations may subject to state sales and use tax.
Again, states usually will specifically list the exempt organizations. Keep in mind
that out of the universe of not-for-profit entities, it is usually only §501(c)(3) entities that are exempt. Although all charitable, religious, and educational entities are
not for profit, not all not-for-profit entities are charitable, religious, or educational.
An excellent example is the local chess club. It may be a not-for-profit entity, but
most states will not exempt its purchases from sales tax because it is not a charitable,
religious, or educational institution.
• States and their subdivisions. Most, but not all, states exempt sales to their state and its
subdivisions but not to other states. This could include educational institutions. As
with federal agencies, be cautious with quasigovernmental‑type agencies.

Nature of the Seller
Transactions can be exempt due to the nature of the seller.They might involve the following:
• Governmental and limited not‑for‑profit agencies. This category includes the U.S. government; its unincorporated agencies and instrumentalities; sales by congressionally
chartered veterans’ organizations of food and drink for consumption on their premises; the American National Red Cross; certain not‑for‑profit organizations, such as
PTAs and school lunch programs; the United Nations; and so on.
• Occasional sales. Most states provide some exemption from sales tax for transactions
by sellers who are not engaged in the business of retail sales of such property. Assets
used and depreciated in a business and then resold may be exempt as an occasional
sale: a sale not in the ordinary course of business. This is usually provided for by state
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statute to prevent multiple payment of tax on the same item. Also included in this
area could be:
—— intercompany sales that would involve the transfer of property between a
parent‑subsidiary, brother‑sister companies, or other related business entities.
—— transfers from one corporation to another that are not taxed, pursuant to a reorganization, such as IRC Section 368.
—— distributions to shareholders in connection with the winding up, dissolution, or
liquidation of a corporation.
—— transfers to corporations, partnerships, or other business entities in formation.
—— sales of household goods and personal effects.
—— bulk sales of business assets.
—— sales by schools, hospitals, and other specified facilities.
In the event a questionable sales and use tax issue arises, the list of occasional sales or exempt transactions for each specific state should be reviewed. Note also that the occasional
sale of vehicles, boats, and planes, in many cases, may not benefit from an exemption.

Product-Based Exemptions
For various reasons, such as taxation, social policy, or politics, this area will have numerous
exemptions and may have very little bearing on the taxation of such items in other states.
The exemptions offered often reflect interests unique to that state. For example, it is no
surprise that California, Texas, and Florida have exemptions unique to the space industry or
that states like Kansas and Nebraska have agricultural exemptions foreign to states like New
York. Some of the items that may be exempt in some states are
•
•
•
•
•
•

•
•
•
•
•
•
•

aircraft fuels (could be subject to separate taxes).
minerals, oil, and gas (could be subject to separate taxes).
motor vehicle fuels (usually subject to separate taxes).
newspapers.
prescription drugs.
animals, feed or water for animals, and seeds and annual plants that ordinarily constitute food for human consumption. Some states will expand this to include related
agricultural chemicals or other items used in the production of crops or animals for
human consumption.
lodging (although many states will tax lodging, there may be an exemption for
long‑term rentals).
subscriptions to magazines or journals.
railroad rolling stock (because of the inherent interstate use).
food for human consumption.
paper products, such as toilet tissue and napkins (as in New Jersey).
clothing of certain types.
certain medical and dental supplies.
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Again, this category of exemption based on usage will vary widely by state but will generally be specifically listed for each state.

Use-Based Exemptions
This exemption can prove to be the most complex because property originally purchased
for an exempt use may be used for a different taxable purpose. If such property is purchased
tax free and put to a taxable use, a consumer’s use tax should be paid on the amount of the
original transaction. An example is an office supply store that purchases a desk for resale but
later decides it needs an additional desk in its own accounting department.
Following are potentially exempt transactions due to the purchaser’s intended use of the
property:
• Sale for resale. The most critical exemption and the one most widely encountered is
likely that of personal property that is purchased for resale in the ordinary course of
business. This is usually supported by a resale certificate as proof of the intended use
of the property, in the event of an audit.
• Ingredient or component part. Related to the resale issue is property that will be incorporated as an ingredient or a component part of other property to be resold.
This exemption will prove to be confusing in many states. Even though states have
their individual rules, they are often ambiguous about what is a component part of
the property to be resold versus what is a supply or other taxable item ancillary to
the production process. Many states consider whether the property actually enters
into the product and whether it becomes an ingredient or a component part of the
product.
• Other exemptions may apply to
—— property delivered outside the taxing jurisdiction and fabrication labor on such
property.
—— packaging materials, shipping, and container issues.
—— fuel, electricity, coal, gas, fuel oil, diesel fuel, propane, gasoline, and so on when
used in manufacturing, mining, processing, refining, farming, and business.
—— water used for certain purposes.
—— motor vehicles, aircraft, watercraft, and so on used as contract carriers.
Other miscellaneous items affecting the taxability of transactions include agency arrangements, property delivered outside the state, interstate sales and customer pick‑ups, temporary
storage, and various services.
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Appendix 1A: State Definitions of Tangible
Personal Property
State

Definition

Alabama

No definition in the sales tax statutes.

Arizona
A.R.S. § 42-5001(16)

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched, or is in any other manner perceptible to the senses.

Arkansas
A.C.A. 26-53-102(11)

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, touched, or is in any other manner perceptible to the senses.

California § 6016.

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched, or which is in any other manner
perceptible to the senses.

Colorado § 39-26102(15)

“Tangible personal property” means corporeal personal property. The
term shall not be construed to include newspapers, as legally defined by
section 24-70-102, C.R.S., preprinted newspaper supplements which
become attached to or inserted in and distributed with such newspapers,
or direct mail advertising materials which are distributed in Colorado by
any person engaged solely and exclusively in the business of providing
cooperative direct mail advertising.

Connecticut
C.G.S.A. § 12-407(13)

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched, or which is in any other manner perceptible to the senses including canned or prewritten computer
software. Tangible personal property includes the distribution, generation,
or transmission of electricity.

District of Columbia
D.C. CODE 1981 §
47-2001s

“Tangible personal property” means corporeal personal property of any
nature.

Florida
F.S.A. § 212.02(19)

“Tangible personal property” means and includes personal property
which may be seen, weighed, measured, or touched or is in any manner
perceptible to the senses, including electric power or energy, boats, motor
vehicles, and mobile homes as defined in s. 320.01(1) and (2), aircraft as
defined in s. 330.27, and all other types of vehicles. The term “tangible
personal property” does not include stocks, bonds, notes, insurance, or
other obligations or securities; intangibles as defined by the intangible tax
law of the state; or pari-mutuel tickets sold or issued under the racing laws
of the state.

Georgia
Code of Georgia 48-8-2

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched or is in any other manner perceptible to the senses. “Tangible personal property” does not mean stocks,
bonds, notes, insurance, or other obligations or securities.

Hawaii

Not defined in the sales tax statute.
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Idaho
I.C.§63-3616

Personal property that can be seen, weighed, measured, felt or touched, or
that is in any other manner perceptible to the senses.

Illinois

No statutory or regulatory definition for tangible personal property

Indiana 6-4.1-1-13

“Tangible personal property” means corporeal personal property, such as
goods, wares, and merchandise.

Iowa
IA ST § 423.1

“Tangible personal property” means tangible goods, wares, merchandise,
optional service or warranty contracts, except residential service contracts regulated under chapter 523C, vulcanizing, recapping, or retreading
services, engraving, photography, retouching, printing, or binding services,
and gas, electricity, and water when furnished or delivered to consumers
or users within this state.

Kansas
K.S.A.§79-3602

Corporeal personal property.

Kentucky
K.R.S. 139.160

Personal property that may be seen, weighed, measured, felt, or touched,
or that is in any other manner perceptible to the senses.

Louisiana
La.R.S. 47:301(16)

Personal property that may be seen, weighed, measured, felt, or touched,
or that is in any other manner perceptible to the senses.

Maine
ME ST T. 36 §1752

“Tangible personal property” means personal property that may be seen,
weighed, measured, felt, touched, or in any other manner perceived by
the senses, but does not include rights and credits, insurance policies, bills
of exchange, stocks and bonds and similar evidences of indebtedness or
ownership. “Tangible personal property” includes electricity. “Tangible
personal property” includes any computer software that is not a custom
computer software program.

Maryland
MD TAX GENERAL §
11-101

(i) Tangible personal property. –
(1) “Tangible personal property” means:
(i) corporeal personal property of any nature; or
(ii) a right to occupy a room or lodgings as a transient guest.
(2) “Tangible personal property” includes:
(i) farm equipment;
(ii) wall-to-wall carpeting that is installed into real estate, regardless of the
purpose, method, or permanency of its installation; and
(iii) coal, electricity, oil, nuclear fuel assemblies, steam, and artificial or
natural gas.

Massachusetts
MA ST 64H § 1

“Tangible personal property” personal property of any nature consisting
of any produce, goods, wares, merchandise, and commodities whatsoever,
brought into, produced, manufactured or being within the commonwealth, but shall not include rights and credits, insurance policies, bills
of exchange, stocks and bonds and similar evidences of indebtedness or
ownership. For purposes of this chapter, “tangible personal property” shall
also include gas, electricity, and steam.

Michigan
M.C.L. 205.92(k)&(l)

No basic definition provided.
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Minnesota
M.S. 297A.01, Subd. 11

Corporeal personal property of any kind whatsoever, including property
which is to become real property as a result of incorporation, attachment,
or installation following its acquisition.

Mississippi
MS ST 27-65-3(j)

“Tangible personal property” means personal property perceptible to
the human senses or by chemical analysis as opposed to real property or
intangibles and shall include property sold on an installed basis which may
become a part of real or personal property.

Missouri Case law

Tangible property that is not real property

Nebraska
NE ST § 81-1548.03

Tangible personal property shall mean all tangible personal property
except
(1) Gas, electricity, and water delivered through mains, lines, pipes, or
channels to purchasers;
(2) Food and food products for human or pet consumption sold in bulk
form and not packaged or subpackaged in individual containers, packages,
or units, or a type of size not suitable for sale to consumers purchasing in
the ordinary course of retail marketing; and
(3) Fertilizer, seeds, annual plants, any form of animal life, and animal feed
sold for resale or use in the agricultural food industry.

Nevada
NV ST 372.085

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt or touched, or which is in any other manner
perceptible to the senses.

New Jersey
NJ ST 54:32B-2(g)

“Tangible personal property” Corporeal personal property of any nature
including energy.

New Mexico
New Mexico 7-9-31

[Sub sec. J.] “property” means real property tangible personal property,
licenses, franchises, patents, trademarks and copyrights. Tangible personal
property includes electricity and manufactured homes.

New York
NY TAX § 1101(6)

Tangible personal property. Corporeal personal property of any nature.
However, except for purposes of the tax imposed by subdivision (b) of
section eleven hundred five, such term shall not include gas, electricity, refrigeration and steam. Such term shall also include pre-written computer
software, whether sold as part of a package, as a separate component, or
otherwise, and regardless of the medium by means of which such software
is conveyed to a purchaser. Such term shall also include newspapers and
periodicals where the vendor delivers the entire edition or issue of the
newspaper or periodical, with or without the advertising included in the
paper edition or issue, but not including anything, other than advertising,
not in such paper edition or issue, to the purchaser by means of telephony
or telegraphy or other electronic media, but only where the amount of
the sale price to such purchaser of such newspaper or magazine or the
subscription price, in the case of a subscription to a newspaper or periodical, including any charge by such vendor for shipping or delivery to the
purchaser, is separately stated to such purchaser.

North Carolina
N.C.G.S.§105-164.3(20)

Personal property that may be seen, weighed, measured, felt, or touched,
or is in any other manner perceptible to the senses.
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North Dakota
ND ST 57-40.2-01

“Tangible personal property” means
a. Tangible goods, including the furnishing of bingo cards, wares, and
merchandise, and gas, when furnished or delivered to consumers or users
within this state, and the sale of vulcanizing, recapping, and retreading
services for tires.
b. The leasing or renting of tangible personal property, the sale, storage,
use, or consumption of which has not been previously subjected to a retail
sales or use tax in this state.
c. The purchase of magazines or other periodicals. Provided, the words
“magazines and other periodicals” as used in this subdivision do not
include newspapers nor magazines or periodicals that are furnished free
by a nonprofit corporation or organization to its members or because of
payment by its members of membership fees or dues.
d. The severance of sand or gravel from the soil.

Ohio
Ohio 5701.03(A)

“Personal property” includes every tangible thing that is the subject of
ownership, whether animate or inanimate, including a business fixture,
and that does not constitute real property as defined in section 5701.02 of
the Revised Code. “Personal property” also includes every share, portion,
right, or interest, either legal or equitable, in and to every ship, vessel, or
boat, used or designed to be used in business either exclusively or partially
in navigating any of the waters within or bordering on this state, whether
such ship, vessel, or boat is within the jurisdiction of this state or elsewhere. “Personal property” does not include money as defined in section
5701.04 of the Revised Code, motor vehicles registered by the owner
thereof, electricity, or, for purposes of any tax levied on personal property,
patterns, jigs, dies, or drawings that are held for use and not for sale in
the ordinary course of business, except to the extent that the value of the
electricity, patterns, jigs, dies, or drawings is included in the valuation of
inventory produced for sale.

Oklahoma
OK ST T. 68 §1352

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched, or which is in any other manner
perceptible to the senses.

Pennsylvania
72 P.S. §7201(m)

“Tangible Personal Property” means Corporeal personal property including, but not limited to, goods, wares, merchandise, steam and natural and
manufactured and bottled gas for nonresidential use, electricity for nonresidential use, premium cable or premium video programming service,
spirituous or vinous liquor and malt or brewed beverages and soft drinks,
interstate telecommunications service originating or terminating in the
Commonwealth and charged to a service address in this Commonwealth,
intrastate telecommunications service with the exception of (i) subscriber
line charges and basic local telephone service for residential use and (ii)
charges for telephone calls paid for by inserting money into a telephone
accepting direct deposits of money to operate, provided further, the
service address of any intrastate telecommunications service is deemed to
be within this Commonwealth or within a political subdivision, regardless of how or where billed or paid. In the case of any such interstate or
intrastate telecommunications service, any charge paid through a credit or
payment mechanism which does not relate to a service address, such as a
bank, travel, credit or debit card, is deemed attributable to the address of
origination of the telecommunications service.
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Rhode Island Gen. Laws
1956, § 44-18-16

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched, or which is in any other manner
perceptible to the senses.

South Carolina
S.C.C.A.§12-36-60

Personal property that may be seen, weighed, measured, felt, or touched,
or that is in any other manner perceptible to the senses, including services
and intangibles.

South Dakota

Tangible goods, wares, merchandise, gas, and electricity if furnished or
delivered to consumers or users within this state.

Tennessee
T.C.A. §67-6-102

Personal property that may be seen, weighed, measured, felt, or touched,
or that is in any other manner perceptible to the senses.

Texas
Tx.C.A. §151.009

Personal property that may be seen, weighed, measured, felt, or touched,
or that is in any other manner perceptible to the senses.

Utah
Ut.C.A. §59-12-102(29)

All goods, wares, merchandise, produce, and commodities; all tangible or
corporeal things and substances which are dealt in or capable of being
possessed or exchanged; water in bottles, tanks, or other containers; and all
physically existing articles or things, including property severed from real
estate.

Vermont 32 V.S.A. §
9701(7)

Tangible personal property: means personal property which may be seen,
weighed, measured, felt, touched or in any other manner perceived by the
senses and shall include fuel and electricity, but shall not include rights and
credits, insurance policies, bills of exchange, stocks and bonds and similar
evidences of indebtedness or ownership.

Virginia Code 1950,
§58.1-602

“Tangible personal property” means personal property which may be
seen, weighed, measured, felt, or touched, or is in any other manner
perceptible to the senses. The term “tangible personal property” shall not
include stocks, bonds, notes, insurance or other obligations or securities.

Washington RCW
82.08.010(7)

Statutes defining tangible personal property for sales or use tax purposes.

West Virginia § 11-15A1(12)

“Tangible personal property” means tangible goods, wares, and merchandise when sold by a retailer for use in this state.

Wisconsin
W.S.§77.51(20)

Tangible personal property of every kind and description and includes
electricity, natural gas, steam and water and also leased property affixed to
realty if the lessor has the right to remove the property upon breach or
termination of the lease agreement, unless the lessor of the property is also
the lessor of the realty to which the property is affixed. “Tangible personal
property” also includes coins and stamps of the United States sold or
traded as collectors’ items above their face value and computer programs
except custom computer programs.

Wyoming W.S. §39-15101

Any property not real or intangible.
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Interstate Activity and Nexus
Introduction
Nexus is the beginning issue in any multistate activity. Unless you are doing business (that
is, have nexus with a political jurisdiction), there is no obligation to file a return with that
jurisdiction.
The word “nexus” comes from the Latin word “nexum” referring to obligations between
contracting parties. More simply, in the state and local tax context, it refers to both the quantity and quality of contacts, links, or connections between a taxpayer and a political jurisdiction sufficient enough to subject the taxpayer to the jurisdiction of the state. Or to put it
even more simply, are you doing business in our ________ (fill in the blank: town, county,
or state)?
The nexus issue is becoming increasingly volatile and complex in light of the states’ attempts to broaden their tax base and increase their tax collections. States are pressing outof-state companies, with the most slender of connections to the state, to file returns and pay
income tax.The rapid growth of e-commerce and the Internet has added to this complexity,
making proper tax planning in this area more critical than ever.

Nexus Defined
Nexus is the contact that must be established with a taxing jurisdiction before that jurisdiction can require a business to collect its tax or otherwise subject it to its taxing authority.
Generally, states extend their taxing authority as far as constitutionally possible.
Consequently, it is with the U.S. Constitution that we must begin our discussion of nexus.
Please note, however, that nexus may be different for different taxes. In analyzing income
tax issues, be careful not to confuse nexus for sales and use tax purposes with nexus for income tax purposes. For instance, most businesses are concerned with three types of nexus
when doing business in surrounding states or states outside their domicile’s taxing jurisdiction. Most common are nexus for sales and use tax purposes, nexus for income and franchise
tax purchases (if this tax applies in a state), and nexus for purposes of registering or qualifying
to do business in a state. Nexus conditions for all three of these are generally different.
The two clauses of most importance in the U.S. Constitution for defining the taxing jurisdiction of states are the Due Process and Commerce Clauses.
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Author’s Note: On Nexus
Nexus is a term of art in state and local tax that refers to the quantity and quality of links
between a taxpayer and a political jurisdiction before that jurisdiction can impose a tax filing obligation on the taxpayer.

Due Process Clause
The Fourteenth Amendment to the Constitution prohibits states from denying any person
“life, liberty, or property, without due process of law.” Because taxation is regarded as depriving someone of his or her property, a state cannot exact such tolls without due process of law.
Due process relates essentially to questions of fundamental fairness and traditional notions
of fair play and substantial justice. “That test is whether property was taken without due
process of law, or, if paraphrase we must, whether the taxing power exerted by the state bears
fiscal relation to protection, opportunities and benefits given by the state. The simple but
controlling question is whether the state has given anything for which it can ask return.”1
The Due Process Clause of the Fourteenth Amendment imposes two hurdles a state must
overcome before it can impose a tax:
1. There must be a minimum connection between the taxpayer and state. There must be
“some definite link, some minimum connection, between a state and the person, property or transaction it seeks to tax.”2
2. There must be some rational relationship requirement. The “income attributed to the
State for tax purposes must be rationally related to ‘values connected with the taxing
State.’”3 If property is taken, or responsibilities are imposed on the taxpayer, the government must have sufficient jurisdiction over the taxpayer, or due process is not served.4
(The National Bellas Hess v. Illinois Dept. of Revenue, 386 U.S. 753 [1967], decision seemed
to combine both the Commerce Clause and the Due Process Clause analyses.)
Some commentators have recently questioned whether due process is really a serious
hurdle. Why? Because the Supreme Court has ruled that the due process hurdle is cleared
whenever a company purposefully directs it business activity or solicitation toward a state’s
residents. The minimum connection for a company need be no more than “purposefully
avail[ing] itself of the benefits of an economic market in the forum State,” or engaging “in
1
2

3
4

Wisconsin v. J.C. Penney Co., 311 U.S. 435.
Quill v. North Dakota, 504 U.S. 298, 306 (1992), citing Miller Brothers v. Maryland, 347 U.S. 340, 344345 (1954).
Quill at 306, citing Moorman Mfg. Co. v. Bair, 437 U.S. 267, 273 (1978).
Wisconsin v. J.C Penney, 311 U.S. 435 (1940); National Bellas Hess v. Illinois Dept. of Revenue, 386 U.S.
753 (1967).
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continuous and widespread solicitation of business within a State.” In other words, the due
process clause does not require physical presence. Thus, a mail-order company whose only
contacts with a state were catalogs and goods sent through the U.S. mail satisfied the nexus
standard for due process.5

Author’s Note: Due Process Hurdles
There must be “a minimal connection” between the activities or taxpayer and the state
(Wisconsin v. J.C Penny Co., 311 U.S. 435 [1940]).
There must be “a rational relationship between the incomes attributed to the State and
intrastate values of the enterprise” (Exxon Corp. v. Wisconsin, 447 U.S. 207 [1980]).

Commerce Clause
The second applicable constitutional provision is the Commerce Clause that provides for
Congressional regulation of interstate commerce. The commerce clause of the Constitution
provides that “Congress shall have the power to regulate Commerce with foreign Nations,
and among the several states, and with the Indian tribes.”6
The Commerce Clause has been interpreted as not only conferring power on the national
government to regulate commerce but also as limiting the states’ power to interfere with
commerce, even when Congress has not acted. Under this “dormant” Commerce Clause
principle, taxes that have been found to unduly burden interstate commerce have been declared unconstitutional. However, the crux of the Commerce Clause analysis is not necessarily that states are prohibited from imposing any burden on interstate commerce but, rather,
whether the tax discriminates against interstate commerce either by providing a direct commercial advantage to local businesses or creating multiple taxation on interstate commerce.
The general view is that state taxation may be imposed on interstate commerce, but it is
justified only if the tax is designed so that the interstate business bears a fair share of the cost
of the government entity whose protection it enjoys.7

5
6
7

See Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
U.S. Constitution, Art. I, Sec. 8, Cl. 3.
Complete Auto Transit, Inc. U.S. 274 (1977); Western Livestock v. Bureau of Revenue, 303 U.S. 250 (1938);
McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 33 (1940); Northwestern States Portland Cement
Company v. State of Minnesota, 358 U.S. 450 (1959).
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In Complete Auto Transit, Inc. U.S. 274 (1977), the Supreme Court provided a four-prong
test for determining whether a state tax on interstate commerce is constitutional. A state tax
will be deemed constitutional if
1. the tax is applied to an activity with substantial nexus with the taxing state. For sales and
use tax purposes, substantial nexus has been defined as physical presence.8
2. the tax is fairly apportioned. The Supreme Court has stated that fair apportionment
requires that the tax meet both an internal and external consistency test. “Internal consistency is preserved when the imposition of a tax identical to the one in question by
every other State would add no burden to interstate commerce that intrastate commerce
would not also bear.”9
External consistency is “the economic justification for the State’s claim upon the value
taxed, to discover whether a State’s tax reaches beyond that portion of value that is fairly
attributable to economic activity within the taxing State.”10
Most of the debate over the fair apportionment test has been over the formulas used by
states in apportioning and allocating the income of a multistate business.
3. the tax does not discriminate against interstate commerce. A state may not “impose a tax
which discriminates against interstate commerce … by providing a direct commercial
advantage to local business.”11
4. the tax is not fairly related to services provided by the taxing state.The “fourth criterion
asks only that the measure of the tax be reasonably related to the taxpayer’s presence or
activities in the State.”12 Generally, if the sale takes place in the state and is measured by
sales price, there will be no violation of this fourth test.
It is important to note that the nexus requirements for the two constitutional hurdles—
Due Process Clause and the Commerce Clause—are not the same; a point emphasized by
the Supreme Court in Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
[North Dakota] contends that the nexus requirements imposed by the Due Process
and Commerce Clauses are equivalent, and that, if, as we concluded above, a mailorder house that lacks a physical presence in the taxing State nonetheless satisfies
the due process “minimum contacts” test, then that corporation also meets the
Commerce Clause “substantial nexus” test. We disagree. Despite the similarity in
phrasing, the nexus requirements of the Due Process and Commerce Clauses are
not identical.13
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See Quill v. North Dakota, 504 U.S. 298 (1992).
Oklahoma Tax Comm’n v. Jefferson Lines, 514 U.S. 175, 185 (1995).
Oklahoma Tax Comm’n v. Jefferson Lines, 514 U.S. 175, 185 (1995).
Northwestern States Portland Cement Co. v. Minnesota, 358 U.S. 450, 458 (1959).
Complete Auto Transit, Inc., v. Brady, 430 U.S. 274 (1977).
Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
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In summary, the Due Process Clause requires only minimum contacts (physical presence
not necessary) and a rational relationship between the income and state. The Commerce
Clause requires substantial nexus, nondiscrimination, fair apportionment, and some relation
to the services provided.
Let us look at an example to see how the preceding case law and rules work in practice.
For example, Crystal City Computers has one small store in Denver, Colorado, but sells
most of its computers and peripherals over the Internet and through catalogs. It has no
employees, sales representatives, or facilities other than the Denver store. A farm girl from
Kansas, Dorothy, orders one of the company’s computers over the Internet. Crystal City ships
the computer to Dorothy by common carrier. Crystal City does not have any obligation to
collect sales or use tax from Dorothy on the sale because it does not have any nexus with
the state of Kansas nor does Crystal City have any obligation to file an income tax return
with Kansas.
Would our answer be any different if Crystal City has maintenance agreements with
several Kansas computer service repair shops that provide warranty repair in case Dorothy’s
computer fails? Perhaps. Many states have adopted a rule asserting that warranty repair services provided by third-party independent contractors will create nexus for a remote vendor.
The rule continues to be hotly debated.
Suppose Crystal City delivers the computer in its own truck, rather than using a common
carrier. Would that create nexus? If the deliveries were infrequent and sporadic, the seller
would probably not be deemed to have created nexus. However, if the deliveries are significant in number, most states will claim that sales tax, not income tax, nexus has been created
between it and the remote seller.
Suppose Crystal City had 1 sales person who made only 2 trips into Kansas during the past
18 months. Would the physical presence of the salesperson create a filing obligation on the
part of Crystal City? Probably not. It is not enough physical presence.
The questions about deliveries, the extent of physical presence, and the actions of agents
are part of the continuing debate over nexus. Before we look at those issues, let us stop for
a moment and distinguish sales tax nexus from income tax nexus. People often confuse the
two.

Author’s Note: Commerce Clause Hurdles
• The tax must be applied to an activity with substantial nexus.
• The tax must be fairly apportioned.
• The tax must not discriminate against interstate commerce.
• The tax must be fairly related to the services provided by the state.
(Complete Auto Transit v. Brady, 430 U.S. 274 [1977])
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Sales Tax Nexus
Two key Supreme Court cases define the test for sales tax nexus: National Bellas Hess and
Quill. In both instances, the court ruled that physical presence is the bright-line test for sales
tax nexus.
National Bellas Hess was a landmark decision in the sales and use tax nexus area. In this
1967 case, the seller was a Missouri mail-order house with no presence or activity in Illinois,
except for catalogs and fliers that were mailed to its customers twice per year. Any products
sold in Illinois were delivered by common carrier. Illinois required that National Bellas
Hess register to collect sales and use tax, asserting it had nexus in the state of Illinois. Illinois
believed that National Bellas Hess was doing business in the state because its “large-scale,
systematic, continuous solicitation and exploitation is a sufficient ‘nexus’ to require Bellas
Hess to collect” Illinois use tax. The Supreme Court held that National Bellas Hess did not
have a filing obligation with Illinois. In fact, the court held that a taxpayer must have physical
presence in a state before incurring a sales or use tax filing obligation.The court was sensitive
to the fact that the thousands of sales taxing jurisdictions in the state posed a considerable
impediment to interstate commerce.
The court decided that the activities of National Bellas Hess in Illinois were strictly in
interstate commerce. Accordingly, there was not sufficient nexus for National Bellas Hess to
be liable to collect the Illinois use tax on sales to Illinois residents.The court determined that
requiring the seller to collect sales and use tax in Illinois would violate the company’s rights
under both the Due Process and Commerce Clauses of the Constitution. In short, the sales
were clearly a matter of interstate commerce. The company did not have any physical presence in the state and, thus, had no obligation to collect the state’s tax.
Given the significant changes in technology, including computers, fax machines, cell
phones, and the Internet, it was no surprise that states believed the physical presence test to
be archaic and wanted to revisit the issue. North Dakota did just that in Quill in 1992.
The Quill case was similar factually to the National Bellas Hess decision. Quill Corporation,
a non-North Dakota business, had no physical presence and no employees in North Dakota.
Quill sold business equipment and supplies in North Dakota only through catalogs and fliers
and by telephone. The post office or common carrier delivered all sales in North Dakota.
The opinions of the lower courts involved in the Quill cases were varied. The North
Dakota trial court found Quill indistinguishable from National Bellas Hess and, accordingly,
ruled in favor of Quill. The North Dakota Supreme Court, however, overruled the trial
court in favor of the state, citing that changes in the economy and law, in essence, outdated
National Bellas Hess. The North Dakota Supreme Court embraced an economic presence
test versus a physical presence test and held that Quill’s economic presence in the state was
sufficient nexus to require Quill to collect the use tax. After all, reasoned the court and its
supporters, with fax machines, cell phones, satellite transmissions, and the beginning of the
Internet, a company no longer had to be physically present in a state to do business there.
The U.S. Supreme Court reversed the decision of the North Dakota Supreme Court but
agreed with it on some grounds.With respect to the due process analysis, the court held that
a physical presence was not required.The court’s due process analysis was based on whether a
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multistate business’s contacts with a state made it reasonable to require it to defend a lawsuit
in the state. The Supreme Court reasoned that Quill’s continuous and widespread activity
within North Dakota was sufficient warning that its activities may subject it to the taxing
jurisdiction of the state. It is important to note that this finding differed from the court’s position in National Bellas Hess; however, the court did not completely overrule National Bellas
Hess. Nevertheless, one of the Supreme Court justices indicated that in the 25 years between
the National Bellas Hess ruling and the Quill ruling, there were enough changes in law and
technology that the due process analysis of National Bellas Hess was no longer applicable.
The U.S. Supreme Court held that although requiring Quill to collect North Dakota’s
sales or use tax was not a due process violation, it would still place an unconstitutional
burden on interstate commerce. The court found that the physical presence requirement is
still a valid requirement under the Commerce Clause analysis, and in that regard, it refused
to overrule National Bellas Hess’s reasoning. It also reaffirmed that the Complete Auto Transit
four-part test was an adequate test under the Commerce Clause. In essence, the decision
maintained the status quo yet sent a strong message to Congress that Congress is not only
better qualified to resolve this issue but that it also has the ultimate power to do so.
In summary, the Quill decision holds that a taxpayer has established nexus for sales and
use tax under the Due Process Clause when the taxpayer’s activity is limited to purposefully
directing its economic activities to the state’s residents. Thus, a retailer whose only activity
in a state is limited to the mailing of catalogs has probably created nexus for purposes of the
Due Process Clause. In other words, a company need not be physically present in a state to
create a filing obligation for purposes of the Due Process Clause.
The Commerce Clause, however, still offers significant protection to remote sellers. First,
a state cannot interfere with the regulation of the national economy. Second, a state can
only assert jurisdiction over businesses when there is substantial nexus with the state. The
U.S. Supreme Court disagreed with the North Dakota Supreme Court’s assertion that the
technological and economic business changes since National Bellas Hess would justify totally
overruling that decision. The court made it clear that there still must be some physical presence in a state before the Commerce Clause hurdle is met. An economic presence in a state
through telephone, advertising via radio, television, fliers, and so on was not deemed sufficient in Quill to subject a company to a state’s taxing jurisdiction.
In brief, the question of sales tax nexus since Quill is whether a business has sufficient
physical presence in the state to constitute substantial nexus. If the business has sufficient
physical presence, then it has nexus and must start collecting and remitting that state’s sales
and use tax. If the business does not have any physical presence in the state, it does not have a
collection obligation. So, if the only activity your business has in a state is through mail order,
either by catalog or over the Internet, you do not have a filing obligation with that state.

The Continuing Questions About Sales Tax Nexus
The Supreme Court held in Quill that physical presence was to be the bright-line test for
sales and use tax nexus. If a seller has no physical presence in the state, it cannot be required
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to collect tax on its sales into the state. How much physical presence is necessary? In brief,
the nexus debate since Quill has generally revolved around three questions:
1. How much physical presence is sufficient to create nexus?
2. Can nexus be attributed to the seller through the physical presence of the seller’s agent
or affiliate?
3. Is there a physical presence test for income tax?

How Much Physical Presence
The Supreme Court has stated that physical presence must be more than the “slightest presence” to rise to a “standard of constitutional nexus.”14 For example, in Quill, the court held
that Quill’s ownership of some floppy disks and the licensing of the accompanying software
in North Dakota did not create sales and use tax nexus in the state. The disks, although
owned by Quill, were software used by its customers to place orders and check current inventories and prices.
It is difficult to say with certainty how much physical presence will create the necessary substantial nexus to satisfy the Commerce Clause. Prior to Quill, in Miller Bros. Co. v.
Maryland, 347 U.S. 340 (1954), the U.S. Supreme Court ruled that occasional deliveries in its
own trucks by a Delaware retailer into Maryland did not create nexus for sales and use tax.
After Quill, the court had an opportunity to revisit the delivery issue in Brown’s Furniture, Inc.
v.Wagner, 171 Ill. 2d 410, cert. denied, 519 U.S. 866 (1996), but declined. The Illinois Supreme
Court held that Brown’s Furniture had nexus in Illinois by virtue of its advertising in the
state, coupled with 942 deliveries in its own trucks over a 10-month period. Such activity
created nexus, the court said, because it was more than incidental, occasional, or sporadic
but, instead, regular and frequent. More recently, the Illinois Appellate Court ruled that 30
furniture deliveries over a 26-month period was enough physical presence to be substantial
nexus for sales and use tax.15 In Maine, a company whose advertising and solicitation were
specifically directed toward the state and who made 180 deliveries in its own trucks into
Maine had sufficient physical presence to constitute the substantial nexus necessary to create
a filing obligation to the state.16
State courts have also differed on whether occasional or sporadic visits by employees are
sufficient physical presence to constitute substantial nexus. New York has held that visits by
an out-of-state retailer’s employees exceeded the state’s slightest presence test, thereby creating nexus. In one case, the visits were to 19 wholesalers 4 times per year, and in another,
there were 41 visits over a 3-year period. According to the New York court, an out-ofstate company’s presence “need not be substantial”; it need only be more than the “slightest
presence.”17 In a holding to the contrary, the Kansas Supreme Court ruled that 11 visits by an
14
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National Geographic Soc’y v. California Bd. of Equalization, 430 U.S. 551, 556 (1977).
Town Crier, Inc. v. Illinois, 315 Ill. App. 3d 286, 733 N.E.2d 780 (2000).
John Swenson Granite v. State Tax Assessor, 685 A.2d 425 (Me. 1996).
Orvis Co. v.Tax Appeals Tribunal, 86 N.Y.2d 165, 654 N.E.2d 954, cert. denied, and Vermont Info. Processing,
Inc. v.Tax Appeals Tribunal, 86 N.Y.2d 165, 654 N.E.2d 954, cert. denied, 516 U.S. 989 (1995).
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out-of-state seller to install card readers did not create nexus because the visits were isolated
and sporadic.18 The Arizona Court of Appeals held that a company had nexus with the state,
whose only activity during a 3-year period was 1 visit per year by a salesperson, coupled with
21 days of customer training.19
The physical presence need not be that of an employee or independent contractor. North
Carolina attempted to hold a company responsible for sales, corporate income, and franchise
taxes when the company’s only connection with the state was selling and renting VHS videotapes through the mail. Educational Resources, Inc. (ERI), a South Carolina company,
sells and rents videotapes about workplace safety. Between 1990 and 1995, it made 219 sales
and 906 rentals into North Carolina, totaling $201,304 and $99,521, respectively. ERI did not
have any employees in North Carolina or any other contacts with the state except for the
tapes it sold and rented to North Carolina customers through the mail. The tapes rented for
$150–$200. Customers would keep rented tapes 5–30 days before mailing them back to ERI.
The North Carolina Department of Revenue audited ERI and assessed it for sales, income, and franchise taxes. North Carolina argued that the presence of the rented tapes that
were ERI’s property created nexus with the state.The Superior Court ruled in favor of ERI,
stating that “the Court finds and concludes that, under the Commerce Clause of the United
States Constitution as interpreted in Quill …, and other cases, there is not a ‘substantial
nexus’ justifying the state’s attempts to collect the use tax, corporate income tax, and franchise tax in these cases.”20 As the reader may recall, the Supreme Court ruled in Quill that
the licensing of its software in the state, along with the presence of a few floppy disks, did
not constitute substantial nexus. Compare North Carolina’s actions with a recent decision
in Alabama. In Alabama, an administrative law judge has ruled that an out-of-state leasing
company was not doing business in the state, despite the fact that the company’s lessee was
using the company’s property in the state.21

Sporadic Visits and Trade Show Nexus
The landmark case with respect to trade shows is Share International, Inc. v. Florida, 676 So.2d
1362 (Fla. 1996); cert denied, 117 S.Ct. 685 (1997). Share International was a Texas corporation in the business of manufacturing and distributing chiropractic supplies, primarily
through direct mail solicitation. It did not have any offices or employees in Florida. However,
the company did attend a three-day seminar in Florida every year, at which it displayed
and sold some of its products. Share International registered with Florida and collected and
remitted sales tax on the seminar sales but not its mail-order sales. Florida argued that the
seminar presentation and sales created sufficient nexus with the state that obligated Share
International to collect and remit sales tax on all its Florida sales, including its mail-order
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In re Appeal of Intercard, Inc., 270 Kan. 346, 14 P.3d 1111 (2000).
Care Computer Systems v. Arizona, 4 P.3d 469 (Ariz. 2000).
Educational Resources, Inc. v.Tolson, Nos. 00CVS14723 and 14724, Wake County, (North Carolina
Superior Court, Feb. 20, 2003).
Union Tank Car Co. v. Alabama Dep’t of Revenue, Admin. Law Div., Dkt. No. Corp. 04-247 (1/11/05).
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sales. The Florida Supreme Court disagreed, holding that Share International’s physical presence at the seminars was not sufficient to rise to the standard of substantial nexus.
In light of the Share International decision and coupled with pressure from business and
economic development groups, several states have backed away from asserting trade show
nexus. For example, California regulations provide that out-of-state retailers may receive up
to $10,000 in sales at up to 15 days of trade shows, seminars, or conventions without incurring any sales or use tax collection responsibilities.22 Connecticut’s trade show legislation is
restricted to 14 days per year, and trade show activities are limited to displays and promotion.
No sales are allowed.23 Minnesota also provides a similar but more restrictive safe harbor of 3
days over 12 months. Most states, however, do not provide such exemptions or safe harbors
and aggressively pursue taxpayers with any physical presence in the state for use tax collection. For example, Alaska, Georgia, Indiana, Iowa, Missouri, and Ohio have indicated that
trade show attendance for fewer than even 14 days per year may create a tax filing obligation.
Other states, such as Illinois, have provided mixed signals. Some of Illinois’ early letter rulings indicated that any participation in a trade show triggered nexus. Illinois retracted that
position in the mid-1990s but recently seemed to have reversed itself.24 New Mexico held
in 1997 that attending a trade show triggers a filing obligation,25 as has Tennessee in 199626
and Texas.27 The harsh results in New Mexico and Tennessee should be compared with a
recent Utah private letter ruling that held that an out-of-state entertainment company’s annual presence at a 10-day film festival did not trigger an income tax filing obligation with
the state.28
The U.S. Supreme Court recently had an opportunity to address whether occasional visits
rose to the level of substantial nexus in Lamtec Corporation v. Washington, 246 P.3 788 (Wash.
2011). Three of Lamtec’s employees visited the company’s customers in Washington two or
three times per year. The employees did not solicit sales but answered questions and provided information about the company’s products. The Washington Supreme Court held that
the visits were sufficient to trigger a filing obligation. Although the case was about a gross
receipts tax (Washington’s business and occupation tax), instead of a sales tax, many taxpayers and tax administrators hoped that the U.S. Supreme Court would review the decision
and, perhaps, provide some clarity regarding occasional physical presence. Unfortunately, the
court declined to review the decision on October 3, 2011.
Arguments continue among tax practitioners, revenue officials, and other commentators
over whether the substantial nexus test for purposes of the Commerce Clause means substantial physical presence.

22
23
24

25
26
27
28

Cal. Code Regs. tit. 18, §1684.
See SB 1232, Laws 2005.
See ST 94-0126-GIL; PLR 87-003; PLR 86-0170; ST 95-0089-GIL; ST00-0089-GIL; and
ST01-0049-GIL.
Rev. Rul. 480-97-01.
PLR No. 96-16.
PLR 200006394L.
See Utah Private Letter Ruling 08-013, (05/04/2009).
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Printer’s Nexus
A company may trigger nexus with a state in which it contracts with a printer, particularly
if the company stores printed material at the printer’s warehouse or makes frequent or
routine visits to the printer to supervise or inspect the printed material. It may be that the
visits would be de minimis, but the threat is real enough that many states, at the behest of
local printers, have passed safe harbor laws exempting such activity from triggering any filing
obligations. States that have passed such legislation include Connecticut, Florida, Georgia,
Illinois, Indiana, Kentucky, Ohio, Oklahoma, Pennsylvania, South Carolina, Tennessee, Utah,
Virginia, and Wisconsin. Some of the state provisions provide a safe harbor for both sales and
income tax, but several states limit their provisions to only sales tax or income tax, not both.

Fulfillment Centers, Public Warehouses, and Distribution Centers
Printers have not been the only industry to successfully lobby for nexus safe harbor provisions. Because engaging a fulfillment center to take orders or engage in telemarketing and
storing inventory at a public warehouse may often provide the substantial nexus to trigger
a filing obligation, several states have passed protective legislation in these areas, as well.
Some of the states that exclude contractual arrangements with fulfillment service providers from nexus include Connecticut, New Mexico, New York, Ohio, and South Carolina.
Unfortunately, most of these states limit the safe harbor to sales tax nexus, and even among
those states, the varying qualifications, the activities covered, the time involved, and the specific nuances of each state’s statute make generalizations nearly impossible. Nevertheless, like
printers’ nexus legislation, it is important to note that it may be available; therefore, specific
state research is in order.

Servers and Websites
Advertising via the Internet through a website should be no different than advertising on
national television or providing 1-800 numbers. Absent any other activity, it is an interstate
communication activity protected by the Commerce Clause. It should not trigger nexus.
Nevertheless, no specific prohibition blocks states from trying to tax a company that maintains a website on a server in the state. The state may argue that the server itself is sufficient
property to trigger nexus, or it may argue that the service provider hosting the website is an
agent acting on behalf of the out-of-state company. As with printers and fulfillment centers,
some states have specifically provided, either through statute or rule, that owning or operating an in-state server will not create nexus. That said, given the ever-evolving technology
of the Internet, states have begun to closely study the various types of marketing appearing
online, (for example, ebay, craigslist, and so on). For example, do website linking arrangements constitute a physical presence, local solicitation, or intangible property in the state?
Probably not, without something more. However, the most recent development in this area
is the “Amazon” tax passed by New York in spring 2008 that requires online retailers that pay
commissions or other compensation to New York businesses for customer referrals, whether
by a link on an Internet website or another manner, and that generate sales into the state over
$10,000 for the past 4 quarters to register with the state and begin collecting state and local
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taxes on all the retailer’s sales into the state (New York Senate Bill 6807, Chapter 57, N.Y.
Laws of 2008). (Click-through nexus is discussed in more detail in the subsequent “State
Statutory Change” section.)

Affiliation, Attribution, and Agency
In addition to the continuing debate over physical presence, there is a question about whether the physical presence of a third party will create substantial nexus for an out-of-state taxpayer.The fact that the third party is an independent contractor may be irrelevant.What is at
issue is the nature of the contractor’s activities. As long ago as 1960, the Supreme Court held
that independent contractors could create sales tax nexus for an out-of-state retailer. “The
test,” according to the Supreme Court, “is simply the nature and extent of the activities” in
the state. Where there is continuous local solicitation, and the independent contractors are
performing the same role and function as sales employees by establishing and maintaining
a market in the state for the remote seller, the out-of-state seller has nexus with the state.29
Often, the key problem is in defining an agency relationship. If a third party acts as an agent
for an out-of-state seller, that agency relationship may create nexus for the seller.

Box 2-1: Case Examples of Third-Party Agents for Out-of-State Sellers

• Scholastic Book Clubs v. State Board of Equalization, 207 Cal. App. 2d 734 (1st Dist. 1989)
(out-of-state book club is deemed to have nexus because teachers collected money from
the schoolchildren)
• Pledger v. Troll Book Clubs Inc., 871 S.W.2d 389 (Ark. 1994) (teachers are not agents for the
out-of-state book seller)
• Scholastic Book Clubs v. Michigan Department of Treasury, 567 N.W.2d 692 (Mich. Ct.
App. 1997) (taxpayer does not have nexus because teachers, lacking the authority to bind
Scholastic, are not agents of Scholastic)
• In re Scholastic Book Clubs, Inc., 920 P.2d 947 (Kan. 1996) (Kansas Supreme Court holds that
Scholastic has nexus because an agency relationship exists with the schoolteachers)

In an eminently more reasonable opinion, the Connecticut Superior Court recently ruled
that the teachers were simply not representatives of the book seller because they were not in
the same class as salesmen, canvassers, or solicitors. Although their administrative functions
were important to Scholastic, those functions did not rise to the level of a sales force.30
Unfortunately, the Connecticut Supreme Court did not find the Superior Court’s decision eminently reasonable and held that the teachers met the state’s statutory definition
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See Scripto v. Carson, 362 U.S. 207, 208 (1960) and Tyler Pipe Industries, Inc. v.Washington Dept. of
Revenue, 483 U.S. 232 (1987).
Scholastic Book Clubs Inc. v. Commissioner of Revenue, Dkt. Nos. CV 07 4013027 S; CV 07 4013028 S,
Superior Court of Connecticut Judicial District of New Britain, (April 9, 2009).
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of a “representative” and thus created nexus for Scholastic.31 The Court pointed out that
the term “representative” was not defined in the statute. Absent a statutory definition the
Court looked to the word’s ordinary meaning and interpreted the word “representative” as
someone “who is not an employee or an agent and who does not necessarily act through
delegated authority for remuneration, as does a salesman, canvasser or solicitor, but who
otherwise stands in the place of, or acts on behalf of, the out-of-state retailer… ” The Court
found that the teachers through their actions met this definition and thus Scholastic had
nexus in the state of Connecticut.
The Tennessee Court of Appeals also found that Scholastic had nexus with that state, but
for a completely different reason. The Tennessee Court held that the “physical presence” test
in Quill was a term of art and the real question was “whether substantial business activities
have been carried on in the taxing state on the taxpayer’s behalf.” The Court determined
that Scholastic did have nexus in Tennessee because it had “created a de facto marketing and
distribution mechanism within Tennessee’s schools and utilizing Tennessee teachers to sell
books…”32 Apparently, de facto physical presence is a good as the real thing.
Although the differing conclusions of these cases indicate the importance of a state’s specific interpretation of its laws on agency, the cases remain troubling because substantial nexus
can be created by a third party in absence of a formal contract or compensation.
A secondary issue related to the use of independent contractors and the law of agency
is whether activities unrelated to sales or solicitation will also constitute substantial nexus.
For example, will the performance of postsale services by independent contractors create
nexus for an out-of-state seller? The Multistate Tax Commission’s (MTC’s) Nexus Program
Bulletin 95-1 generated considerable discussion when it was issued because it asserted that
warranty repair services provided by third-party independent contractors created sales tax
nexus for an out-of-state seller (remember, services are not protected by Public Law [P.L.]
86-272, so, arguably, warranty work triggers income tax nexus, as well). More than 20 states
have adopted the bulletin. New York has held that an independent third party engaged by an
out-of-state seller to diagnose and repair computers sold in state by the seller created nexus
for the seller.33
Dell Computer has litigated the issue of whether sales tax nexus is created by a third-party
independent contractor performing warranty repair services in Connecticut, Louisiana, and
New Mexico. In all three states, Dell contracts with BancTec, an independent contractor, to
perform repairs and warranty work with respect to the company’s catalog and Internet computer sales. Dell won its case in Connecticut and at the District Court level in Louisiana.34
However, Louisiana’s Court of Appeal rejected the District Court’s decision to grant summary
judgment and instructed the lower court to determine if there existed an agency relationship
between Dell and BancTec and whether the latter helped establish and maintain a market for
31
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Scholastic Book Clubs, Inc. v. Commissioner of Revenue, 38 A.3d 1183 (Conn. 2012).
Scholastic Book Clubs, Inc. v. Farr, No. M2011-01443-COA-R3-CV, (Jan. 27, 2012).
TSB-A-00 (42) S (N.Y. Dep’t of Taxation Fin. Oct. 13, 2000).
Dell Catalog Sales v. Commissioner, 834 A2d 812 (Super. Ct. 2003) and Louisiana Dep’t of Revenue v. Dell
Catalog Sales, LP, No. 456,807 (La. Dist. Ct., May 25, 2004).
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Dell’s computers in the state.35 Dell suffered another setback in New Mexico when the state
Court of Appeals ruled that the company had nexus in the state because BancTec helped
“establish and maintain a market” in the state for Dell’s computers.36 In short, BancTec’s relationship with Dell was sufficient substantial nexus to subject Dell to New Mexico’s gross
receipts and compensating tax. Because BancTec provides similar services to other computer
retailers, such as Toshiba and Compaq, the case is being closely watched.
MTC Nexus Program Bulletin 95-1 is typical of many states’ approach to agency. In brief,
the states are extending the agency argument from one of true agency to a “but for” argument (that is, but for some unrelated party, the taxpayer could not do business in the state;
therefore, that relationship by helping the taxpayer create and maintain a market for its goods
in the state is a nexus-creating activity). The use of the “but for” argument is misleading, if
not clearly a logical fallacy, but, nevertheless, difficult to contest.
With the growth in e-commerce, states have taken opposing positions on whether locating
a server in the state creates more than the slightest presence needed to create nexus. States are
still sorting out the nexus issues surrounding the presence of servers in managed hosting and
colocation service providers. See, for example, Virginia’s ruling that nexus was not created
when a company’s only connection to the state was an Internet link on a website maintained
on a server in Virginia by the company’s partner.37
States have been routinely unsuccessful in arguing that the physical presence of an out-ofstate seller’s affiliate creates nexus for the out-of-state taxpayer. Generally, the states have tried
to argue that the affiliate had an agency relationship with the out-of-state vendor because the
two shared the same business names, trademarks, and logos; engaged in cross-advertising; or
were in similar lines of business. For example, Bloomingdale’s had different affiliated corporate entities conducting sales in Pennsylvania, one through in-state retail stores and the other
through a mail-order catalog. Pennsylvania argued that the mail-order company had nexus
because its corporate affiliate’s in-state stores sold many of the same goods; shared advertising campaigns; and, on two occasions, accepted merchandise returns of items purchased by
catalog.The Pennsylvania Commonwealth Court found for the taxpayer, rejecting the state’s
argument that nexus existed because of an agency relationship between the affiliated corporations.38 The courts came to similar conclusions in two cases with Saks Fifth Avenue.39 The
Ohio case is of particular interest because the state attempted to use the income tax unitary
doctrine to assert substantial nexus for sales tax.
In Current, Inc. v. State of Board of Equalization, 29 Cal. Rptr.2d 407 (Cal.App.1st Dist., 1994),
the court held that an out-of-state mail-order company with no nexus with California was
not required to collect use tax, even though its parent did have nexus with the state. In other
words, the nexus of the parent could not be attributed to the subsidiary.
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See Dell Catalog Sales, LP. v. New Mexico, 189 P.3d 1215 (N.M. Ct. App. 2008).
See VA Pub. Doc. No. 05-128 (8/2/05).
Bloomingdale’s By Mail, Ltd. v. Department of Revenue, 567 A.2d 773 (Pa. Commw. Ct. 1989), aff’d without
opinion, 591 A.2d 1047 (Pa. 1991).
SFA Folio Collections Inc. v. Bannon, 217 Conn. 220 (1990), 585 A.2d 666 (Conn. 1991); SFA Folio
Collections Inc. v.Tracy, 652 N.E.2d 693 (Ohio 1995).
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California continues to be one of the state leaders in asserting nexus through agency and
affiliation. The California State Board of Equalization (SBE) recently ruled in two separate
hearings that an online bookseller with no physical presence in the state must collect the
state’s use tax.
Borders Online Inc. operates a website through which it sells primarily books, CDs,
and DVDs. It is a separate corporate entity affiliated with the traditional bricks and mortar
Borders Inc. bookstores. Borders Inc. bookstores routinely accepted returns from its patrons,
regardless of whether the item was purchased at Borders Inc., Borders Online Inc., or one of
Borders’ competitors. If the item was purchased from a competitor, Borders Inc. would give
the purchaser store credit. If the item was purchased from Borders Online, the store would
provide a cash refund.
The SBE determined that the refunding of cash for returned goods made Borders Inc. the
authorized representative of Borders Online. In addition, the SBE held that the refunding
of cash for returns was a key element of the selling process and, in and of itself, constituted
selling in California under California Revenue and Taxation Code §6203.40
The decision has been roundly criticized by the tax community, who have argued that
Borders’ return policy was nothing more than good customer service, rather than an action
taken as a representative on behalf of Borders Online. Furthermore, critics say, the SBE decision did not adequately address the principle articulated in Scripto v. Carson, 362 U.S. 207, 208
(1960), and Tyler Pipe Industries, Inc. v. Washington Dept. of Revenue, 483 U.S. 232 (1987), that
an in-state representative creates nexus only through actions that purposefully establish and
maintain a market in the state for the remote seller.41
One year after its ruling in Borders Online, the SBE held that the online subsidiary of
Barnes & Noble Booksellers, Inc. (B&N) had nexus in California because B&N distributed
discount coupons that could be redeemed with its online affiliate Barnes & Noble.Com
(B&N.C). As in the Borders decision, the SBE determined that B&N acted as B&N.C’s
representative through their joint marketing effort whereby B&N.C paid to have printed
coupons inserted into the shopping bags of B&N customers.The SBE rejected the taxpayer’s
argument that the discount coupons inserted into shoppers’ bags were simply advertising
akin to coupon inserts in magazines and newspapers.42
On September 7, 2007, the California Superior Court overruled the SBE, holding that
B&N.C did not have nexus through its brick and mortar sister corporation B&N. According
to the court, B&N did not act as B&N.C’s agent or representative. Distributing coupons or
bags with advertising logos, the court said, was akin to somebody on the street corner passing
out flyers or coupons. Agency requires much more, and because the state did not provide a
useful definition of agency, the court looked to general principles. The essential principle of
agency is that the agent must have authority to bind the principal, and B&N did not have
that authority. In addition, there was no evidence that there existed common management
or control between the two companies. For example, neither company had any common
40
41
42

Borders Online, LLC v. State Board of Equalization, No. A105488 (Cal.App., May 31, 2005).
Scripto Inc. v. Carson, 362 U.S. 207 (1960) and Tyler Pipe Industries Inc. v.Washington, 483 U.S. 232 (1987).
Barnes & Noble.com, No. 89872 (Cal. State Bd. Equal., Sept. 12, 2002).
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directors or officers.43 Despite the win at Superior Court, on May 29, 2008, B&N agreed
to a settlement with the SBE, paying $9 million of the original assessment of $17.7 million.
The settlement covered all taxes, penalties, and interest through November 1, 2005, the date
B&N.C began voluntarily collecting the state’s sales and use taxes.
Louisiana also recently argued that B&N.C had nexus in that state, as well. Unlike
California, however, Louisiana focused its argument on certain key facts, arguing that those
facts alone met the substantial nexus hurdle required of states under the Commerce Clause.44
The facts included a common membership program, gift card exchange, advertising, preferential treatment on returns, and commissions.The federal district court found the facts either
misplaced or insufficient to create substantial nexus. The common advertising was limited,
and the commissions, membership program, and gift cards were common to all booksellers,
including competitors. Although the return policy was a bit more generous for B&N.C than
others, it was not sufficiently so. In brief, Louisiana’s argument was reduced to holding that
the close corporate relationship between the companies, similar company names, and brand
identity itself was sufficient to establish substantial nexus. The court simply disagreed.
Despite these two recent setbacks, other states continue to follow California’s and Louisiana’s
lead, and in April 2005, the MTC proposed a new affiliate nexus standard: Proposed Model
Affiliate Sales Tax Nexus Statute. The proposed standard provides that an out-of-state business has nexus with an in-state business if (a) they are “related” (members of the same federal
controlled group, or there exists a 50 percent ownership); (b) they use “an identical or substantially similar name, tradename, trademark or goodwill to develop, promote, or maintain
sales”; or (c) the in-state business “provides services to, or that inure to the benefit of, the
out-of-state business related to developing, promoting, or maintaining the in-state market.”
Arkansas, Illinois, and Texas each adopted affiliate nexus legislation in 2011.
Tennessee’s recent attempt to tax the activities of America Online has been stalled by the
state’s Court of Appeals that, pointing out that physical presence for nexus is fact specific, has
remanded the decision for further discovery.45
Instead of litigation, other states have simply passed legislation providing that companies
are taxable in the state for sales and use tax through affiliation. Effective January 1, 2002, a
remote seller affiliated with an Arkansas retailer will have nexus with the state for the purposes of sales and use tax. The out-of-state or remote seller will have to collect and remit
Arkansas use tax on sales into the state if the seller is affiliated with an Arkansas retailer, and
“the vendor sells the same or substantially similar line of products … under the same or
substantially similar business name, or the facilities or employees of the Arkansas retailer are
used to advertise or promote sales by the vendor to Arkansas purchasers.”46
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See barnesandnoble.com, LLC. v. SBE, Calif. Super. Ct. (San Francisco County), Case No. CGC-06456465, 9/7/2007.
See St.Tammany Parish Tax Collector v. barnesandnoble.com, U.S. Dist. Ct., Eastern District, LA, Dkt. No.
05-5695 (3/22/2007).
America Online Inc. v. Johnson, No. 97-3786-III, (Tenn. Chancery Ct., March 13, 2001) rev’d and remanded, America Online Inc. v. Johnson, M2001-00927-COA-R#-CV (Tenn. Ct. App. July 30, 2002).
Ark. Code Ann. §26-53-124(a)(3)(B).
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Like Arkansas, Minnesota has amended its statutes to require that an affiliated remote seller
of an in-state retailer must collect the state’s use tax. An out-of-state retailer or remote seller
is an affiliate of an in-state entity if
the entity uses its facilities or employees in this state to advertise, promote, or facilitate the establishment or maintenance of a market for sales of items by the retailer
to purchasers in this state or for the provision of services to the retailer’s purchasers
in this state, such as accepting returns of purchases for the retailer, providing assistance in resolving customer complaints of the retailer, or providing other services.47

Other states to enact attributional or affiliate nexus statutes include the following:
•
•
•
•

Alabama48
Indiana49
Kansas50
Utah51

Yet another approach states have taken recently to “encourage” remote sellers to charge
and collect the state’s use tax is to require any vendors doing business with any state agencies to register and collect the state’s sales and use tax. California initiated such a requirement, effective January 1, 2004. Other states with similar requirements include Connecticut,
Hawaii, Illinois, Missouri, North Carolina, Oklahoma, South Dakota, and Virginia. Critics
have charged that the practice is illegal and a violation of the Commerce Clause. They claim
that although states may have the right to establish their purchasing requirements, such
requirements violate the Constitution when their participation in the market becomes an
attempt to regulate the interstate market.

Federal Legislation
The MTC and state supporters have annually introduced in Congress the MTC’s new single
standard nexus proposal. In brief, the proposal provides that any company whose activity
in a state exceeds owning $50,000 of property or $50,000 of payroll or $500,000 of sales
has nexus for both income and sales tax. Under the proposal, a remote seller whose only
contacts with the state are either through the Internet or catalog sales would have nexus in
the state if those sales exceeded $500,000. Thus, the proposal would remove the physical
presence standard established in Quill. The proposal has never gotten out of committee, so
several states have taken it upon themselves to move forward with the factor presence standard (FPS) without Congressional approval. Ohio was the first state to adopt FPS when the
state adopted its commercial activity tax. Since then, several other states, including California,
47
48
49
50
51

Minn. Stat. §297A.66(4).
Ala. Act. 390 (H.B. 650, effective Aug. 1, 2003).
Ind. P.L. 81-2004 (H.B. 1365, effective July 1, 2004).
Kan. Laws Ch. 159 (H.B. 2416, effective July 1, 2003).
Utah Laws Ch. 255 (H.B. 273, effective July 1, 2004).
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Colorado, Michigan, Oklahoma, and Washington, have all adopted FPS. At the same time,
opponents of the MTC proposal continue each year to introduce their own legislation. The
most recent is the Business Activity Tax Simplification Act of 2011 (BATSA). Essentially, the
legislation would prohibit any state from imposing any tax (income or sales) unless the taxpayer had a physical presence in the state for 15 days or more during the year. Congressional
representatives have introduced the same bill for the last 5 years to no effect.
The recent introduction of click-through nexus legislation (see the following section) in
several states, coupled with the increased profile of the issue, prompted the introduction of
several bills attempting to address the filing requirements of remote sellers. The Main Street
Fairness Act, the Marketplace Equity Act, and the Marketplace Fairness Act were all introduced in 2011, and although they differ in details, each bill provides that a state may require a
remote seller to collect its sales tax if it adopts certain tax simplification reforms.The reforms
generally include a restriction on the number of rates, one return per state, and a small seller
exception.Whereas it is uncertain that any of the bills will pass, the increased media coverage
and public attention, coupled with strapped state budgets, seem certain to prompt the passage
of some type of legislation in the next couple years.

State Statutory Change
Because Congress has been unable or unwilling to pass BATSA (it has been introduced
every year since 2000), some states have simply adopted the legislation either through state
legislation or departmental regulation. For example, California, Colorado, and Ohio have all
adopted state versions of BATSA.52
The most recent development was ignited by legislation passed by New York in spring
2008 that requires online retailers that pay commissions or other compensation to New York
businesses for customer referrals, whether by a link on an Internet website or another manner, and that generate sales into the state over $10,000 for the past 4 quarters to register with
the state and begin collecting state and local taxes on all the retailer’s sales into the state.53
On May 8, 2008, the New York Taxpayer Services Division issued TSB-M-08(3)S to explain
and illustrate the application of the new statute. (TSBs are issued as informational guidance
only.) Exhibit 2-1 outlines the TSB in its entirety:

52

53

See Cal. Rev. & Tax Cd. §23101(b), Colo. Code Regs. 39-22-301.1, and Ohio Tax Information
Release No. CFT 2001-02, (5/19/2003).
New York Senate Bill 6807, Chapter 57, N.Y. Laws of 2008.
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Exhibit 2-1: TSB-M-08(3)S, Technical Services
Bureau, Taxpayer Services Division, New
York Department of Taxation and Finance,
May 8, 2008
New Presumption Applicable to Definition of Sales Tax Vendor

Recently enacted legislation (Chapter 57 of the Laws of 2008) amended the Tax Law to provide a presumption that certain sellers of taxable tangible personal property or services are sales tax vendors that
are required to register for sales tax purposes and collect state and local sales taxes. The new law provides that a seller is presumed to be a vendor if the seller enters into agreements with residents of this
state to refer customers to the seller, as described below under New rules regarding who is presumed to
be a vendor.
Background

The term vendor includes persons who solicit business within the state through employees, independent
contractors, agents or other representatives and, by reason thereof, make sales to persons within the
state of tangible personal property or services that are subject to sales tax. Accordingly, if a business
located outside New York State solicits sales of taxable tangible personal property or services through
employees, salespersons, independent contractors, agents, or other representatives located in New
York State, the business must register as a vendor and obtain a Certificate of Authority for New York
State sales tax purposes. (See Tax Law Section 1101(b)(8) and Sales and Use Tax Regulations Section
526.10(a)(3).)
For example, an out-of-state business that uses independent manufacturers’ representatives in New York
State to sell its product in New York State is considered to be soliciting business within this state through
the use of independent contractors or representatives. (See Sales and Use Tax Regulations Section
526.10(a)(3).) Therefore, the business must register as a vendor for New York State and local sales tax
purposes. Also, an e-commerce retailer that uses persons to act as its representatives in the state to
solicit sales or to make and maintain a market in return for commissions, referral fees or other types of
compensation is considered to be soliciting business within this state through the use of independent
contractors or representatives. Therefore, the e-commerce retailer must register as a vendor for New
York State and local sales tax purposes. However, a business is not considered a vendor under section
1101(b)(8) of the Tax Law merely because the business stores advertising on a server or other computer
equipment located in New York State, or has advertising disseminated or displayed on the Internet. (See
Tax Law Section 12 and TSB-M-97(1.1)S.)
New rules regarding who is presumed to be a vendor

The new legislation provides that a seller that makes taxable sales of tangible personal property or services in New York State is presumed to be a vendor required to be registered for sales tax purposes and
required to collect sales tax on all of its taxable sales in New York State, if both of the following conditions are met:
• The seller enters into an agreement or agreements with a New York State resident1 or residents under
which, for a commission or other consideration, the resident representative directly or indirectly refers
potential customers to the seller, whether by link on an Internet website or otherwise. A resident
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representative would be indirectly referring potential customers to the seller where, for example, the
resident representative refers potential customers to its own website, or to another party’s website
which then directs the potential customer to the seller’s website.
• The cumulative gross receipts from sales by the seller to customers in New York State as a result of
referrals to the seller by all of the seller’s resident representatives under the type of contract or agreement described above total more than $10,000 during the preceding four quarterly sales tax periods.
(Sales tax quarterly periods end on the last day of February, May, August, and November.)
For purposes of the presumption described above, a seller is also considered to have met the condition
of having an agreement with a New York State resident where the seller enters into an agreement with
a third party under which the third party, in turn, enters into an agreement with the New York resident to
act as the seller’s representative.
In addition, an agreement to place an advertisement does not give rise to the presumption described
above. For this purpose, placing an advertisement does not include the placement of a link on a website
that, directly or indirectly, links to the website of a seller, where the consideration for placing the link on
the website is based on the volume of completed sales generated by the link.
Example 1:

CAB Company (CAB) manufactures and sells specialty fitness equipment. CAB is located in Arizona,
where it has its manufacturing plant, administrative offices and catalog call center. CAB has no retail
outlets in New York State. Other than making sales of its products, as described below, which are delivered in New York State by common carrier trucking companies, CAB has no other connection with New
York State.
CAB maintains a market for its products in New York State mainly by entering into agreements with
health and fitness clubs (clubs) located throughout the state whereby the clubs refer club members to
CAB’s fitness equipment products. When a club member purchases a product from CAB, the member’s
club is identified and paid a commission equal to 5% of the selling price of the product. From March 1,
2007, to February 29, 2008 (i.e., the preceding four quarterly sales tax periods), CAB’s gross receipts from
sales made through its agreements with the clubs located in New York State totaled $38,628.
Based on the foregoing, CAB is presumed to be making sales in New York State through independent
contractors or other representatives and required to be registered as a sales tax vendor, collect New
York State and local sales taxes, and file the required sales tax returns.
Example 2:

XYZ Company (XYZ) is an Internet-based retailer of sporting goods specializing in downhill skiing equipment. XYZ is located in Vermont, where it has its administrative offices and its warehouse which holds its
inventory for sale. XYZ makes sales of its merchandise throughout the United States and has customers
in New York State. The merchandise sold by XYZ is delivered by the U.S. Postal Service or by common
carrier.
As part of its marketing plan, XYZ has entered into agreements with several ski clubs located in New York
State whereby the ski clubs will maintain links to XYZ’s retail website on the clubs’ own websites. XYZ
will pay a commission to the ski clubs based on the sales that XYZ makes that originate from these links.
From March 1, 2007, to February 29, 2008 (i.e., the preceding four quarterly sales tax periods), XYZ has
gross receipts from sales of its merchandise based on these agreements with the New York State ski
clubs totaling $78,390.
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Based on the foregoing, XYZ is presumed to be making taxable sales in New York State by soliciting
business in New York State through the use of independent contractors or other representatives and
required to be registered as a sales tax vendor, collect New York State and local sales taxes, and file the
required sales tax returns.
Example 3:

T sells a variety of small tools nationwide, over the Internet. T’s home office is in Arkansas, where its
warehouse and administrative offices are located. Other than making sales of its products as described
below, which are delivered to its customers in New York State by common carrier, T has no other connection with New York State.
T enters into a contract with S, a service provider. Under the contract, S enters into agreements with
New York State residents on behalf of T, whereby the New York State residents agree to refer potential
customers to T’s website in order to purchase T’s products by placing T’s product links on their websites.
Under the contract, S tracks sales of T’s products as a result of the referrals from the New York State
residents’ websites. S distributes commissions to the New York State resident representatives based on
these sales from an account maintained by S on behalf of T for this purpose.
From March 1, 2007, to February 29, 2008 (i.e., the preceding four quarterly sales tax periods), T’s gross
receipts from sales made under its agreements with S and the New York State residents as described
above totaled $68,000. Therefore, T is presumed to be soliciting sales in New York State through the use
of independent contractors or other representatives and required to be registered as a sales tax vendor,
collect New York State and local sales taxes and file the required sales tax returns.
Example 4:

G Inc. (G) is an Internet-based retailer of gardening tools and supplies. G’s home office is in North
Carolina, where its warehouse and administrative offices are located. G makes sales of its products
nationwide, including New York State, and its products are delivered to its customers by common carrier.
Other than having customers in New York State and the agreements described below, G has no other
connection with New York State.
As part of its business plan to market its products in New York State, G enters into agreements with several garden clubs and other local organizations to place online advertisements on their websites, which,
when clicked, lead the website user to G’s retail website. In exchange for placing G’s advertisements on
its website, G will pay the organizations a set fee based only on the number of clicks on the link to G’s
website whether or not sales are made.
G’s agreement with the organizations is merely to place advertising on the organizations’ websites.
Therefore, G is not presumed to be a vendor making taxable sales in New York State by soliciting business in New York State through the use of independent contractors or other representatives. Therefore,
G is not required to register for sales tax purposes.
Presumption that solicitation takes place may be rebutted

A seller may rebut the presumption that it is soliciting sales in New York State through resident representatives. For purposes of administering the new presumption, the Tax Department will deem the presumption rebutted where the seller is able to establish that the only activity of its resident representatives in
New York State on behalf of the seller is a link provided on the representatives’ websites to the seller’s
website and none of the resident representatives engage in any solicitation activity in the state targeted
at potential New York State customers on behalf of the seller.
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Example 5:

This example assumes the same facts as in Example 2. In addition, at least one of the ski clubs refers
potential customers to XYZ by distributing flyers in New York State that promote the links to XYZ on the
ski club’s website. Therefore, XYZ is unable to rebut the presumption that it is making taxable sales in
New York State through New York State resident representatives. XYZ is required to register for sales tax
purposes and collect sales tax on all of its taxable sales in New York State.
Example 6:

This example also assumes the same facts as in Example 2. However, none of the ski clubs refer potential
customers to XYZ through the use of flyers, newsletters, telephone calls or e-mails to club members or
any other means of solicitation in the state targeted at potential New York State customers on behalf of
XYZ. Therefore, XYZ may successfully rebut the presumption that it is making taxable sales in New York
State through New York State resident representatives and XYZ is not required to register for sales tax
purposes.
Relief for sellers covered by the presumption

For sales tax quarterly periods beginning before June 1, 2008, the Tax Department may not assess sales
tax required to be collected, or related penalty and interest, against a business that is covered by the
presumption discussed in this memorandum if the business meets all of the following conditions:
• On April 23, 2008, the business is covered by the presumption such that the business is a vendor by
virtue of having a representative soliciting sales on its behalf in the state.
• The business is not required to be registered for sales tax purposes and collect tax for any reason other than having resident representatives soliciting sales in the state as described in this memorandum.
• The business was not registered for sales tax purposes on April 23, 2008, and was not registered for
sales tax purposes at any time between July 23, 2007 and April 23, 2008.
• The business was not registered for sales tax purposes at the time it made the sales for which it failed
to collect sales tax.
• The business registers for sales tax purposes and begins to collect sales tax from its New York State
customers by June 1, 2008.
(See Tax Law Section 1101(b)(8)(vi).)
1

A New York State resident for sales tax purposes includes, but is not limited to:
• Any individual who maintains a permanent place of abode in New York State; and
• Any corporation incorporated under the laws of New York, and any corporation, association, partnership or other
entity doing business or maintaining a place of business, or operating a hotel, place of amusement or social or
athletic club in New York State. (See Sales and Use Tax Regulations Section 526.15.)

The New York legislation is particularly significant because it says that a taxpayer need
not have physical presence in New York to be subject to the state’s sales tax. This is clearly
contrary to the Supreme Court’s decisions in both National Bellas Hess and Quill, discussed
previously. Thus, it was no surprise that Amazon.com and Overstock.com filed suits immediately after the New York law was passed, challenging the legislation as invalid, illegal,
and unconstitutional because it violated the Commerce, Due Process, and Equal Protection
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Clauses of the U.S. and New York constitutions. The case is currently being considered by
the New York courts.
North Carolina’s “Amazon” legislation has also run into difficulties. The U.S. District
Court for the Western District of Washington ruled the North Carolina statute unconstitutional because it violated the First Amendment to the extent that it required the disclosure
of customers’ names, addresses, and other personal information.The law’s defect can be cured
by simply requesting only the names, addresses, and general product information of total
purchases. Thus, it is probably only a temporary setback for the state.54
The importance of New York’s legislation and the constitutional challenges it raises cannot be overemphasized. Several other states attempted to follow New York’s lead by adopting
similar legislation. The legislation failed in Connecticut, Maryland, and Tennessee. However,
it passed in California, Hawaii, and Minnesota, only to be vetoed by the governors of those
states, partly in fear that the legislation was unconstitutional. Until 2011, North Carolina
and Rhode Island were the only states to have successfully passed an “Amazon tax.” As a
consequence, both Overstock.com and Amazon.com have revoked their affiliate/associate
programs in both states, as well as New York. Nevertheless, states are continuing to emulate
New York. In 2011, Arkansas, Connecticut, and Illinois adopted click-through nexus legislation.The Illinois legislation is similar to that of New York but drops the New York stipulation
that such relationships simply created a presumption of nexus. There is no presumption of
nexus in the Illinois law; it just flatly states that such a taxpayer does have nexus.55
Colorado passed a variation of New York’s “Amazon tax” in 2010 that imposes only a reporting requirement, not a collection and payment requirement. Under the Colorado provision, a remote seller with no presence in Colorado must do three things:
1. Notify its customers by January 31 of each year, through separate first-class mailings, of
the dates and amounts of their purchases and that sales and use tax may be due on those
purchases. The failure to comply is a penalty of $5 for each purchaser.
2. In addition, the retailer must file an annual statement by March 1 with the Colorado
Department of Revenue showing the total amount purchased by its Colorado customers during the previous year.The failure to comply is a penalty of $10 for each purchaser.
3. According to the Department of Revenue, the invoice or notice to Colorado customers
must include the following statements:
a.
b.
c.

54

55

The retailer is not obligated and does not collect Colorado sales tax.
The purchase is not exempted merely because it was made over the Internet or by
other remote means.
Colorado requires that the buyer file a use tax return at the end of the year reporting all the purchases that were not taxed and pay the tax on those purchases.

Amazon.com, LLC v. Kenneth R. Lay, U.S. Dist. Ct., Western District of Washington, Dkt. No. C10-664,
(October 25, 2010).
See HB 3659.
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d. The retailer did not collect the Colorado sales tax and is obligated to provide the
purchaser with an end-of-year summary of purchases to assist the purchaser with
filing his or her tax report.
e. Retailers that do not collect Colorado sales tax are required by law to provide the
Colorado Department of Revenue with a report of all of a purchaser’s purchases
at the end of the year.
Oklahoma and South Dakota have enacted statutes similar to Colorado’s law.

How Do You Know They Are From Pocatello?
Massachusetts recently added a new twist to the nexus wars by taking the position that a
taxpayer with stores both in and outside the state had to collect Massachusetts sales tax on
sales in its New Hampshire stores when it appeared that the stores were making sales to
Massachusetts residents.56
Massachusetts has long had a problem with its residents avoiding the state’s sales tax by
driving to New Hampshire, which does not have a sales tax; purchasing goods; and bringing them back into Massachusetts and, of course, failing to remit use tax to the state. In fact,
economists estimate that Massachusetts loses from $130 million to $410 million annually due
to this practice. The Town Fair Tire Centers, Inc. v. Commissioner of Revenue, 911 N.E.2d 757
(Mass. 2009), case was an attempt to put a stop to this “tax evasion.”
Town Fair is a Connecticut corporation whose principal business is the sale and installation of automobile tires. The company has stores throughout New England. In 2003,
Massachusetts audited Town Fair and determined that its 3 New Hampshire stores had sold
tires to Massachusetts residents. The auditor reached this conclusion based on store invoices
listing sales to individuals with Massachusetts addresses, telephone numbers, driver’s licenses,
and motor vehicle plates. The Massachusetts Department of Revenue (DOR) assessed Town
Fair $109,000 in tax on 313 sales identified as sales to Massachusetts residents, and that assessment was upheld by the state’s tax board.
The Massachusetts Supreme Judicial Court, however, overruled the board, holding that the
DOR had to show actual use in Massachusetts, not simply the presumption of use. Despite
compelling circumstantial evidence, the mere intent to use the tires in Massachusetts was insufficient because the statute did not provide for such presumption. In fact, the court pointed
to statutes in California, Nevada, and Wisconsin that provided for just such a presumption,
indicating that had Massachusetts’s statute had such language, it might have reached a different conclusion.
The court did not address the constitutional implications of the case, specifically whether
a state can impose a transaction tax (that is, its sales tax) on a transaction occurring outside its
borders or whether such an imposition violates the Interstate Commerce Clause by creating
an undue administrative burden on retailers. For example, what kind of recordkeeping would
be required of a vendor, and what would be deemed sufficient in reconciling conflicting
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Town Fair Tire Centers, Inc. v. Commissioner of Revenue, 911 N.E.2d 757 (2009).
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customer information? Suppose the car had Massachusetts plates, but the customer had a
New Hampshire driver’s license, or vice versa?
Town Fair is just the most recent example of state efforts to extend their taxing authority.
Stay tuned.

Income Tax Nexus
Although physical presence is the bright-line test for sales tax nexus, it is not determinative
for income tax nexus. In fact, a company can have numerous employees in a state, creating
physical presence aplenty, and yet not have an income tax filing obligation because a federal
law, P.L. 86-272, creates a safe harbor from income tax nexus, even where there is physical
presence.

P.L. 86-272
Due process and interstate commerce are the constitutional hurdles, but a bit of federal legislation also adds yet another hurdle to establishing nexus, but only for income tax nexus:
P.L. 86-272.
P.L. 86-272 states that “No state … shall have the power to impose (an) income tax…if
the only business activities within such state (are) the solicitation of orders … for sales of
tangible personal property, which … are sent outside the State for approval or rejection, and,
if approved, are filled by shipment or delivery from outside the State.”
In brief, P. L. 86-272 provides a safe harbor for certain activities with respect to income tax
nexus. Essentially, physical presence alone will create a filing obligation for sales tax. So, if your
company has employees, property, even independent contractors in a state, it is likely that the
company will have a sales tax filing obligation to that state. Note, however, that under P.L.
86-272, a company can have employees busy soliciting sales in the state and not create nexus
for income tax. In the earlier Crystal City Computers example, the company could hire employees to sell computers in Kansas (in fact, the employees could live in Kansas), and as long as
those employees restricted their activities to the solicitation of sales of tangible personal property, and those sale orders were sent back to Colorado for acceptance and fulfillment, Crystal
City would not have to file income tax returns with Kansas. New York recently ruled that the
presence of an in-state representative working out of his office in the home and provided with
a company laptop constituted protected activities under P.L. 86-272.57
Please pay particular attention to the fact that P.L. 86-272 applies only to net income taxes
and the sales of tangible personal property. Some states (for example, Pennsylvania) impose
combined franchise taxes upon income and capital, and the taxpayer may have to pay tax
upon either both income and capital or the greater of the two. These states have taken the
position that P.L. 86-272 only applies to their income base, not their capital base. Thus, a
taxpayer who may have only salespeople soliciting in the state would still be required to pay
the state’s franchise tax based on capital, not income.The Texas Court of Appeals has specifically ruled that the net worth component of the state’s franchise tax does not fall under the
57

See NYS Dep’t of Tax’n and Fin., TSB-A-05(7)(C) (4/4/05).
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safe harbor provision of P.L 86-272.58 (Texas has since replaced its corporate franchise tax
with a modified gross receipts tax: the Texas margin tax.) Taxes measured by gross income or
receipts are not covered by P.L. 86-272. As a consequence, there are different nexus standards
for Washington’s business and occupation tax and New Mexico’s gross receipts tax.
Please note also that P.L. 86-272 applies only to the solicitation of sales of tangible personal
property. Sales of services, for example, are not protected. Thus, if Crystal City Computers
were to offer training seminars or computer classes in Kansas, these activities would not be
protected, and Crystal City would have to begin filing Kansas income tax returns.
Finally, P.L. 86-272 leaves undefined what constitutes solicitation. The Supreme Court
addressed the term in its decision in Wisconsin Dept. of Revenue v. William Wrigley, Jr. Co.,
112 S. Ct. 2447 (1992). Wrigley’s activities within Wisconsin included the in-state recruitment, training, and evaluation of sales representatives who solicited sales using company cars,
carrying with them a stock of gum for samples, display racks, and promotional literature.
The court ruled these activities were protected under P.L. 86-272. The sales representatives
also supplied gum for a charge to retailers that installed new display racks and occasionally
replaced stale gum. The court ruled these activities went beyond solicitation (that is, one
would have no reason to replace stale gum, apart from solicitation).The court wrote that the
demarcation between protected solicitation and other activities is the “clear line … between
those activities that are entirely ancillary to requests for purchase—those that serve no independent business function apart from their connection to the soliciting of orders—and those
activities that the company would have reason to engage in anyway but chooses to allocate
to its in-state sales force.”
There is one exception to the preceding rule: “Even if engaged in exclusively to facilitate
requests for purchases, the maintenance of an office within the State, by the company or on
its behalf, would go beyond the ‘solicitation of orders.’”
The MTC offered its interpretation and an elaboration of the term solicitation in its
Statement of Information Concerning Practices of Multistate Tax Commission and Signatory States
Under Public Law 86-272 issued in January 1986.The statement has been revised and reissued
in January 1993, July 1994, and July 2001. According to the MTC, the term solicitation includes speech or conduct that explicitly or implicitly invites an order and activities that neither explicitly nor implicitly invite an order but are entirely ancillary to requests for an order.
“Ancillary activities are those activities that serve no independent business function for the
seller apart from their connection to the solicitation of orders.” If the seller would engage in
an activity apart from soliciting orders, the activity is not ancillary. Even if the activity is not
ancillary, it will still qualify for immunity if it is de minimis. “De minimis activities are those
that, when taken together, establish only a trivial connection with the taxing State.” Both the
quantitative and qualitative nature of the activity will be considered but not its economic
importance. If the activity is conducted on a regular or continuous basis, it will not normally
be considered trivial or de minimis.
The statement provides examples of minimal activities within a state that could establish
nexus for income tax purposes, and a list of those examples can be found in box 2-2.
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See INOVA Diagnostics, Inc. v. Compt’r, 166 SW3d 394 (Tx Ct. of App. 2005).
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Box 2-2: Minimal Activities That May Trigger Nexus for Income Tax Purposes

•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

•
•

•

•

•

Repairs and maintenance.
Collections on accounts.
Credit investigations.
Installation and supervision of installation.
Nonsolicitation training.
Nonsolicitation technical advice.
Handling or processing customer complaints (except mediating customer complaints when
the sole purpose is to ingratiate sales personnel with the customer).
Approving or accepting orders.
Repossessing property.
Securing deposits on sales.
Picking up or replacing damaged or returned property.
Hiring, training, or supervising personnel, other than those involved only in solicitation.
Using agency stock checks or any other instrument by which sales are made in the state by
sales personnel.
Maintaining a sample or display room in excess of 14 days at any one location within the
state during the tax year.
Carrying samples for sale, exchange, or distribution in any manner for value.
Owning, leasing, using, or maintaining a repair shop; a parts department; a warehouse; a
meeting place for directors, officers, or employees; a stock of goods (other than samples
for sales personnel or that are used entirely ancillary to solicitation); a telephone answering
service that is publicly attributed to the company or employee(s) or agent(s) of the company
in his or her (their) representative status; mobile stores; real property or fixtures of any kind;
or any other office (other than a protected in-home office, described subsequently)
Consigning tangible personal property to any person
Maintaining by any employee or other representative an office or a place of business of any
kind (other than an in-home office located within the residence of the employee or representative that is [a] not publicly attributed to the company or the employee or representative
in an employee or representative capacity and [b] limited to soliciting and receiving orders
from customers, transmitting orders outside the state for acceptance or rejection, or such
other activities that are protected under P.L. 86-272).
Any indication through advertising or business literature that the company or its employee or
representative can be contacted at a specific address within the state or a telephone number or other public listing within the state for the company, or its employee or representative
in a representative capacity is normally considered an in-state office or place of business.
However, the normal distribution and use of business cards and stationery that identify the
employee’s or representative’s name, address, telephone and fax numbers, and affiliation
with the company is not, itself, considered as advertising or otherwise publicly attributing an
office to the company or its employee or representative.
The maintenance of any office or other place of business that does not qualify as an in-home
office previously described will, itself, cause the loss of protection under P.L. 86-272. It is not
relevant whether the company pays directly, indirectly, or not at all for the maintenance of
such in-home office.
Entering into or selling franchises or licenses; selling tangible personal property pursuant to
such franchise or license agreements to in-state franchisees and licensees.
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• Any other nonprotected, nonancillary activity (even if such activity helps increase
purchases).
Activities the MTC deems protected include the following:
• Soliciting orders for sales by any type of advertising.
• Carrying samples and promotional materials for display only or for distribution without
charge or other consideration.
• Furnishing or setting up display racks and advising customers on display of products without
charge or other consideration.
• Providing autos to sales personnel for use in protected activities.
• Passing orders, inquiries, and complaints to the home office.
• Checking customers’ inventories without charge (for reorder only).
• Maintaining a sample or display room for 14 days or less at any one location within the state
during the tax year.
• Soliciting orders for sales by an in-state resident employee or representative of the company, provided such person does not maintain an in-state sales office or place of business
other than a protected in-home office.
• Missionary sales activities (that is, the solicitation of indirect customers for the company’s
goods). For example, a manufacturer’s solicitation of retailers to buy the manufacturer’s
goods from the manufacturer’s wholesale customers would be protected if such solicitation
activities are otherwise immune.
• Recruiting, training, or evaluation of sales personnel, including the occasional use of homes,
hotels, or similar places for meetings of sales personnel.
• Mediating direct customer complaints when the purpose is solely for ingratiating the sales
personnel with the customer and facilitating requests for orders.
• Coordinating shipment or delivery without payment and providing related information prior or
subsequent to placement of the order.
• Owning, leasing, using, or maintaining personal property for use in an in-home office or a car
that is used solely for protected activities.

Author’s Note: P.L. 86-272 Does Not Protect
Income tax nexus if in-state activities involve
•
•
•
•
•

leasing of tangible personal property.
sales of service.
sale or lease of realty.
sale or license of intangibles.
sales and use tax nexus.

Michigan business tax nexus
Washington business and occupation tax nexus
Franchise taxes on capital or net worth (for example, Pennsylvania)
Ohio commercial activity tax
Texas margin tax
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Physical Presence and Income Tax
As the preceding discussion indicates, a taxpayer can have physical presence in a state and
still avoid an income tax filing obligation. However, the debate over income tax nexus has
focused not so much on P.L. 86-272 as on whether a taxpayer’s economic presence in a state
can create income tax nexus.
Quill made it clear that economic presence was insufficient for sales tax nexus, but the U.S.
Supreme Court has never addressed whether there exists a physical presence requirement
for income tax nexus. In fact, more than one state supreme court has ruled that physical
presence is not necessary for income tax nexus. The South Carolina Supreme Court ruled
that a Delaware holding company whose only presence in the state was the licensing of its
trademarks was subject to South Carolina’s income tax. In brief, the state’s argument was that
physical presence is unnecessary for income tax nexus; due process is satisfied by the purposeful direction of business activity; and that P.L. 86-272 does not protect the licensing of
intangibles, only the sale of tangible personal property. The South Carolina Supreme Court
ruled in favor of the state, and the U.S. Supreme Court denied cert.59
In the past few years, there have been a significant number of state court cases involving
intangible holding companies. For example, the same Geoffrey that lost in South Carolina
in Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13, cert. denied, 114 S. Ct. 550
(1993), recently lost similar cases in Oklahoma and Louisiana on the same facts.60 The retail clothing store Gap also lost an intangible holding company case in Louisiana.61 After a
lower court victory in New Jersey in which the court argued that it was illogical that there
would be a higher nexus standard (physical presence) for an indirect tax (sales) than a direct
(income) tax, Lanco, an intangible holding company for Lane Bryant, lost on appeal to the
New Jersey superior court that did not find it illogical at all.62 Lanco was also included in a
North Carolina court loss with several other taxpayers that the U.S. Supreme Court declined
to review.63 Other taxpayer losses include the following:
•
•
•
•
•

SYL, Inc. v. Comptroller
Crown, Cork & Seal Co. (Del.) Inc. v. Comptroller, 825 A2d 399 (Md. 2003)
Kevin Associates, LLC v. Crawford, No. 03-C-0211 (Jan. 30, 2004)
Bridges v. Autozone Properties, 900 So2d 784 (La. 2005)
Kmart Properties, Inc. v. New Mexico, 2006-NMCA-026; 21,140, Court of Appeals of
New Mexico (3/13/2006)

Not all the intangible holding company cases have been taxpayer losses.64
59
60

61
62

63

64

Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13, cert. denied, 114 S. Ct. 550 (1993)
See Geoffrey v.Tax Commission, 132 P3d 632 (Okla. Ct. Civ. App. 2006) and Louisiana v. Geoffrey, Inc., La.
Cir. Ct. App., Dkt. No. 2007 CA 1063, (2/8/2008).
Louisiana Department of Revenue v. Gap (Apparel) Inc., 886 So2d 459 (La. Ct. App., 1st Cir. 2004).
Lanco, Inc. v. Director, Division of Taxation, 879 A2d 1234 (N.J. Super. Ct. App. Div., 2005). See also Praxair
Technology, Inc. v. Director, N.J.S. Ct., Dkt. No. A-91-92, (12/15/2009).
See A&F Trademark, Inc., et al. v.Tolson, N.C. App. (2004) 605 SE2d 187; cert denied U.S. S. Ct., Dkt. No.
04-1625, 06/06/2005.
See, for example, ACME Royalty Co. and Brick Investment Co., 96 SW3d 72 (Mo., 2002).
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The Lanco, Inc. v. Director, Division of Taxation, 879 A2d 1234 (N.J. Super. Ct. App. Div.,
2005), decision, like the Geoffrey case, involved an intangible holding company, a tax planning structure that is considered by some state tax administrators to be little more than a
tax scam. That cannot be said, however, of the MBNA American Bank v. Indiana Department of
State Revenue, Ind. Tax Ct., No. 49T10-0506-TA-53, Oct. 20, 2008, case.65
MBNA America did not have any employees, property, or other physical presence in West
Virginia. Nonetheless, the company had from $8 million to $10 million in gross receipts
from the state through the issuance and servicing of credit cards. The only contacts MBNA
America had with West Virginia were through mail and telephone solicitation. Nevertheless,
the West Virginia Supreme Court ruled that the bank’s “systematic and continuous business
activity in [the State] produced significant gross receipts attributable to its West Virginia
customers which indicate a significant economic presence sufficient to meet the substantial
nexus prong of Complete Auto.” The court reasoned that the physical presence test provided
by Quill was inapplicable because that decision was expressly limited to sales and use tax. In
addition, an income tax imposition, unlike that of sales and use tax, imposed little burden
on interstate commerce. In any case, the technological changes in commerce made “the application of a physical presence standard … a poor measuring stick of an entity’s true nexus
with the state.” On March 9, 2007, MBNA America filed a petition for certiorari with the
U.S. Supreme Court. It was denied on June 18, 2007.
Not surprisingly, other states have followed West Virginia’s lead in targeting financial institutions via economic nexus. The Indiana Tax Court recently followed the reasoning of the
West Virginia court in ruling that MBNA America had substantial nexus in the state without
physical presence.66 The Massachusetts Supreme Judicial Court came to the same conclusion based on the same reasoning as the West Virginia and Indiana courts.67 However, the
New Jersey Tax Court recently rebuffed the state’s attempt to adopt a significant economic
presence test in determining nexus for the simple reason that it had not been adopted by
the state legislature.68 Nevertheless, several other states, including California, Connecticut,
Hawaii, Minnesota, and Tennessee, have indicated that they expect to adopt the economic
nexus standard articulated in these recent cases. The decisions are unsettling because, given
the basis for the courts’ holdings in West Virginia, Indiana, and Massachusetts, there is no
reason why such reasoning cannot be extended to any business whose presence in a state
is limited to solicitation through the mail or over the Internet. It is no exaggeration to say
that the implications of MBNA and Capital One Bank v. Massachusetts, 899 NE2d 76 (Mass.
2009), are enormous.
Financial institutions, however, are not the only industry that has been targeted of late
by state tax administrators. Franchising has also become a primary target. On December
30, 2010, the Iowa Supreme Court ruled that Kentucky Fried Chicken’s (KFC’s) licensing
65
66

67
68

See West Virginia v. MBNA, 640 S.E.2d 226 (W.Va. 2006).
MBNA America Bank v. Indiana Department of State Revenue, Ind. Tax Ct., No. 49T10-0506-TA-53, Oct.
20, 2008.
Capital One Bank v. Massachusetts, 899 NE2d 76 (Mass. 2009).
See AccuZIP, Inc. v. Director, N.J. Tax, Dkt. No. 005744-2003, (08/13/2009) (unpublished).
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of intangibles in the state to its franchisees was the “functional equivalent of ‘physical presence’ under Quill.” Consequently, despite having no employees, property, or other presence
in the state, KFC had to pay tax on the royalties it received from its franchisees in the state.
The court went on to say that even if the intangibles were not the functional equivalence
of physical presence, it did not really matter because Quill was limited to sales tax and inapplicable to income tax.69 KFC appealed to the U.S. Supreme Court, but the court denied its
petition for review on October 3, 2011.70

Statutory Provisions and Where to Go From
Here
After the Quill case that put a significant restriction on the ability of states to collect tax from
out-of-state companies by confirming a physical presence requirement, many state statutes
must be scrutinized before determining whether they must followed. At the time Quill was
decided, approximately 35 state statutes were most likely unconstitutional because they required companies to register for and collect their sales and use tax if certain activities were
conducted in their state, even without a physical presence in the state.
Almost 15 years after Quill, many states still have not adjusted their statutes accordingly;
thus, many are still unconstitutional. Most states will address what they consider nexusgenerating activity by identifying those activities in their statutes. Generally, these are found
under a state’s definitions for being engaged in business, doing business, and so on.
Although it may be clear what activities in a state constitute sufficient contacts to create
nexus, it is arguable whether the state statutes must be followed.
Each state statute must be analyzed and considered on its merits. Box 2-3 outlines statutes
subjecting companies to registration for sales and use tax programs that would be constitutional and some gray areas:

Box 2-3: Activities Triggering Sales Tax Nexus and Some Gray Areas

• Sales people or other employees frequent the state.
• An office, a place of business, an inventory, or another physical property is located in the
state.
• Property is rented in a state.
Gray areas in state statutes would include the following:
• Soliciting orders via mail or continuous, regular, systematic activities, such as through radio
or television
• Benefiting from banking, financing, debt collection, or marketing activities located in the
state

69
70

KFC Corporation v. Iowa, 792 N.W.2d 308 (2010).
KFC Corporation. v. Iowa, 792 N.W.2d 308 (2010), cert denied, U.S. S. Ct., Dkt. No. 10-1340,
10/03/2011.
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• Using independent contractors or authorizing a location in the state for installation, servicing, and repair
• Having a related business that is in the same or similar line of business located in the state
• Maintaining a franchisee or licensee in the state

The last five bullet points in box 2-3 represent areas in which there is continuing litigation, so whether to stake a filing position in one of these areas must be made with caution
and a clear understanding of the associated risks. As in most other areas of the sales and use
tax laws, the state statutes should be reviewed and analyzed. Unlike other areas of the sales
and use tax laws, nexus statutes may not necessarily be controlling.Your specific facts should
be compared with the state statute at issue. If the company is performing an activity that allegedly creates nexus under the state statutes but is questionable in light of the Quill case or
other Supreme Court cases, practitioners should further analyze the issue before informing
the taxpayer that nexus is created by the activities in question. However, a taxpayer should
be informed that, under the state statute, nexus would be deemed present, so he or she can
be prepared for a potential state tax challenge and the costs associated with it. Nonetheless, a
state statute that is clearly in violation of Quill or some other Supreme Court decision will
often not be pressed by the state for fear that a taxpayer would not only win on the issue but
also be entitled to attorneys’ fees and other court costs, and incidentally, it may also provoke
other taxpayers to sue the state. That said, given the disastrous condition of many state budgets, states are being increasingly aggressive in these areas.

Interstate Sales
As previously indicated, the nexus issue generally comes up most often with respect to interstate sales. Sales within a state are clearly within that state’s jurisdiction. For interstate sales,
nexus matters would be addressed in two situations: planning and the event of an audit. For
planning purposes, the advantages and disadvantages of collecting sales and use tax should be
considered. The advantages can be compelling.

Advantages of Collecting Sales and Use Tax
Statute of Limitations
If the sales and use tax is not collected, and sales and use tax returns are not filed, the statute
of limitations typically does not begin running, and audit exposure could run for an unlimited number of years. (The author has seen several sales tax assessments going back 15 or
20 years.) In addition, in the event of an assessment, interest (perhaps for an extended period)
and penalties would also be due.
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Service to Your Customers
Collecting and remitting sales and use tax could be viewed as a service provided to customers, relieving them of their obligation to remit use tax. (Oddly enough, the author has
personal experience with one Fortune 500 company that decided to reduce its use tax
compliance obligations by demanding that all its vendors charge the company sales or use
tax, when appropriate.)

Maintain Good Standing in States Where One
Does Business
By collecting and remitting sales and use tax for a state, the taxpayer complies with state law.
If political jurisdictions are customers or potential customers, it may be useful to collect the
state’s sales taxes when the business must use local courts or access state agencies to assist in its
marketing efforts. Some states will no longer do business with a taxpayer unless all members
of that taxpayer’s affiliated group charge and collect the state’s sales or use tax.
There are really only two basic disadvantages to collecting sales and use tax, but they are
substantial.

Disadvantages of Collecting Sales and Use Tax
Administrative
Collecting a state sales and use tax and remitting it comprises a significant administrative
burden. Each state has a registration form to complete for collecting sales and use tax. Likely,
sales and use tax forms would have to be filed periodically to remit taxes due. Even if no
business is being done in a state for one month or possibly years, it may still be necessary to
continue filing returns showing no tax due. Furthermore, it is difficult to monitor changes in
the various states’ tax rates or collection procedures, as well as substantive and other changes
in the sales and use tax laws, especially if a number of taxing jurisdictions are within one
state. More recently, some taxpayers have been sued in class action lawsuits for wrongfully
collecting sales tax or collecting the tax at the wrong rate.The lawsuits have been initiated by
a handful of law firms and have put large national retailers in a difficult position. For example,
if the retailer fails to collect the tax, it will owe tax plus penalties and interest if ever audited.
If the retailer collects the tax but errs in collecting the correct amount, it may be the target
of a class action lawsuit involving substantial penalties.

Competitive Disadvantage
Collecting sales tax may put a taxpayer at a competitive disadvantage with its competitors
that do not collect and remit tax. In industries where profit margins are thin and customers
particularly price sensitive, collecting sales tax can hurt market share. Although simply ignoring a lawful requirement to collect the tax is wrong and inappropriate, it may be possible
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through proper tax planning or restructuring to lawfully minimize or isolate the company’s
tax obligations.
In the event of an audit, interstate sales could be an issue, even if tax returns are filed in a
state. Specific sales could be challenged, resale certificates may be missing or unacceptable,
exemptions misconstrued, and there may be misunderstandings regarding the proper tax base
to which the tax is applied.
Companies often register with states in which they expect to expand operations and then,
for various reasons, fail to begin operations in the states. So, will registration alone create a
filing obligation? Many tax commentators believe that registration alone is insufficient to
trigger nexus and point to a Texas case for support.71 However, a recent case in Wyoming
illustrates the perils of such a position. In In the Matter of Buehner Block Company, 2003-161
Wyo. SBE (April 27, 2005), a Utah contractor suffered a significant assessment when the
company had gotten a retail sales tax license for Wyoming but believed that it had done so
voluntarily.The case is an excellent example of good intentions gone awry, poor documentation, the ambiguity of nexus, and the aggressiveness of state auditors.72
With respect to planning, if sales or use tax returns are not filed, most states can go back
either an unlimited period or a significantly greater number of years than under the general
statute of limitations. Accordingly, if filing in multiple states is not a significant barrier to
sales or if it is not too much of an administrative inconvenience, registering to file should be
considered if there is any question about whether there may be nexus in the state.

Offers in Compromise
Many states provide for a formal offer-in-compromise program. Some companies may have
had nexus for quite some time but have refrained from filing because of ignorance or misunderstanding of the law or have simply postponed fulfilling this obligation because of
administrative constraints or even because they did not want to bother. And so, matters get
out of hand!
Now, those companies may be willing to file prospectively but fear this would cause the
taxing jurisdiction(s) to look back after receiving the application and then propose a substantial, if not staggering, assessment. Note that, even when activity was rather limited, assessments could still be very significant because the statute of limitations does not start running
until a return is filed. Theoretically, states could go back indefinitely, although they usually
will not do so. In addition, the assessment could include significant penalties and interest.
These are the ideal circumstances in which an offer in compromise or voluntary disclosure
agreement (VDA) may be appropriate. A VDA has two primary advantages. First, most states
will waive penalties, and some will even waive some or all of the interest due. Second and
perhaps more importantly, the state will limit the lookback period, usually to three or four
years. Generally, the VDAs are proposed anonymously through the use of a tax professional.
For effecting a satisfactory compromise, it may be best to ask an expert tax professional to
71
72

See Rylander v. Bandag Licensing Corporation, 18 S.W.2d (Ct. App. Tex. 2000).
See In the Matter of Buehner Block Company, 2003-161 Wyo. SBE (April 27, 2005).
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contact the state(s) and determine whether a lump-sum settlement would be agreeable to
bring the taxpayer current or, alternatively, whether the state might be willing to limit its
review to just a few years (for example, from two to four), particularly if the taxpayer then
agrees to register to collect sales and use tax or file income tax returns, or both, and remain in
compliance. VDAs are particularly useful in those situations when the nexus determination
is ambiguous or in a particularly gray area of the law.
Making an offer could also be considered in conjunction with state amnesty programs.
However, even if there is such a program, the taxpayer should act very cautiously because the
program might specifically limit the amnesty to specified periods or types of taxes.
In addition to specific state programs, the MTC has a formal offer-in-compromise program
through which taxpayers and their representatives can approach multiple states through a voluntary disclosure process. For more information, see the MTC website at www.mtc.gov/.
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Factor Presence Nexus Standard
for Business Activity Taxes
Approved by the Multistate Tax Commission
October 17, 2002

The Commisison adopted the following uniformity proposal as part of an amendment to MTC Policy Statement 02-02, Ensuring the Equity, Integrity and Viability
of State Income Tax Systems, approved on October 17, 2002. A working group of
states formulated the proposal over several months through public teleconferences
and the Commission held four public hearings covering the technical, policy and
constitutional aspects of the proposed provision. This factor presence nexus standard is intended to represent a simple, certain and equitable standard for the collection of state business activity taxes. Professor Charles McLure, Senior Fellow with
the Hoover Institution at Stanford University, originated the idea of factor presence
nexus and set forth an explanation of the concept in his December 2000 National
Tax Journal article entitled, “Implementing State Corporate Income Taxes in the
Digital Age.” Professor McLure reiterated his concept during the Commission’s
July 2001 Federalism at Risk seminar.

A. (1) Individuals who are residents or domiciliaries of this State and business entities that
are organized or commercially domiciled in this State have substantial nexus with this
State.
(2) Nonresident individuals and business entities organized outside the State that are
doing business in this State have substantial nexus and are subject to [list appropriate business activity taxes for the state, with statutory citations] when in any
tax period the property, payroll or sales of the individual or business in the State,
as they are defined below in Subsection C, exceeds the thresholds set forth in
Subsection B.
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B. (1) Substantial nexus is established if any of the following thresholds is exceeded
during the tax period:
(a) a dollar amount of $50,000 of property; or (b) a dollar amount of $50,000 of
payroll; or (c) a dollar amount of $500,000 of sales; or
(d) twenty-five percent of total property, total payroll or total sales.
(2) At the end of each year, the [tax administrator] shall review the cumulative percentage change in the consumer price index. The [tax administrator] shall adjust
the thresholds set forth in paragraph (1) if the consumer price index has changed
by 5% or more since January 1, 2003, or since the date that the thresholds were
last adjusted under this subsection. The thresholds shall be adjusted to reflect that
cumulative percentage change in the consumer price index. The adjusted thresholds shall be rounded to the nearest $1,000. As used in this subsection, “consumer
price index” means the Consumer Price Index for All Urban Consumers (CPI-U)
available from the Bureau of Labor Statistics of the United States Department of
Labor. Any adjustment shall apply to tax periods that begin after the adjustment is
made.
C. Property, payroll and sales are defined as follows:
(1) Property counting toward the threshold is the average value of the taxpayer’s real
property and tangible personal property owned or rented and used in this State
during the tax period. Property owned by the taxpayer is valued at its original cost
basis. Property rented by the taxpayer is valued at eight times the net annual rental
rate. Net annual rental rate is the annual rental rate paid by the taxpayer less any
annual rental rate received by the taxpayer from sub-rentals. The average value of
property shall be determined by averaging the values at the beginning and ending
of the tax period; but the tax administrator may require the averaging of monthly
values during the tax period if reasonably required to reflect properly the average
value of the taxpayer’s property.
(2) Payroll counting toward the threshold is the total amount paid by the taxpayer for
compensation in this State during the tax period. Compensation means wages,
salaries, commissions and any other form of remuneration paid to employees and
defined as gross income under Internal Revenue Code § 61. Compensation is
paid in this State if (a) the individual’s service is performed entirely within the
State; (b) the individual’s service is performed both within and without the State,
but the service performed without the State is incidental to the individual’s service within the State; or (c) some of the service is performed in the State and (1)
the base of operations or, if there is no base of operations, the place from which
the service is directed or controlled is in the State, or (2) the base of operations or
the place from which the
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service is directed or controlled is not in any State in which some part of the service is performed, but the individual’s residence is in this State.
(3) Sales counting toward the threshold include the total dollar value of the taxpayer’s
gross receipts, including receipts from entities that are part of a commonly owned
enterprise as defined in D(2) of which the taxpayer is a member, from
(a) the sale, lease or license of real property located in this State;
(b) the lease or license of tangible personal property located in this State;
(c) the sale of tangible personal property received in this State as indicated by receipt at a business location of the seller in this State or by instructions, known
to the seller, for delivery or shipment to a purchaser (or to another at the
direction of the purchaser) in this State; and Factor Presence Nexus
(d) The sale, lease or license of services, intangibles, and digital products for
primary use by a purchaser known to the seller to be in this State. If the seller
knows that a service, intangible, or digital product will be used in multiple
States because of separate charges levied for, or measured by, the use at different locations, because of other contractual provisions measuring use, or
because of other information provided to the seller, the seller shall apportion
the receipts according to usage in each State.
(e) If the seller does not know where a service, intangible, or digital product will
be used or where a tangible will be received, the receipts shall count toward
the threshold of the State indicated by an address for the purchaser that is
available from the business records of the seller maintained in the ordinary
course of business when such use does not constitute bad faith. If that is not
known, then the receipts shall count toward the threshold of the State indicated by an address for the purchaser that is obtained during the consummation of the sale, including the address of the purchaser’s payment instrument, if
no other address is available, when the use of this address does not constitute
bad faith.
(4) Notwithstanding the other provisions of this Subsection C, for a taxpayer subject to the special apportionment methods under [Multistate Tax Commission
Regulations IV.18.(d) through (j)], the property, payroll and sales for measuring against the nexus thresholds shall be defined as they are for apportionment
purposes under those regulations. Financial institutions subject to an apportioned
income or franchise tax shall determine property, payroll and sales for nexus
threshold purposes the same as for apportionment purposes under the [MTC
Recommended Formula for the Apportionment and Allocation of Net Income of
Financial Institutions]. Pass-through entities, including, but not limited to, partnerships, limited liability companies, S corporations, and trusts, shall determine
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threshold amounts at the entity level. If property, payroll or sales of an entity in
this State exceeds the nexus threshold, members, partners, owners, shareholders
or beneficiaries of that pass-through entity are subject to tax on the portion of
income earned in this State and passed through to them.
D. (1) Entities that are part of a commonly owned enterprise shall determine whether
they meet the threshold for nexus as follows:
(a) Commonly owned enterprises shall first aggregate the property, payroll and
sales of their entities that have a minimum presence in this State of $5000 of
combined property, payroll and sales, including those entities that independently exceed a threshold and separately have nexus. The aggregate number
shall be reduced based on detailed disclosure of any intercompany transactions where inclusion would result in one State’s double counting assets or
revenue. If that aggregation of property, payroll and sales meets any threshold
in Subsection B, the enterprise shall file a joint information return as specified by the [tax agency] separately listing the property, payroll and sales in this
State of each entity.
(b) Those entities of the commonly owned enterprise that are listed in the joint
information return and that are also part of a unitary business grouping
conducting business in this State shall then aggregate the property, payroll and
sales of each such unitary business grouping on the joint information return.
The aggregate number shall be reduced based on detailed disclosure of any
intercompany transactions where inclusion would result in one State’s double
counting assets or revenue. The entities shall base the unitary business groupings on the unitary combined report filed in this State. If no unitary combined report is required in this State, then the taxpayer shall use the unitary
business groupings the taxpayer most commonly reports in States that require
combined returns.
(c) If the aggregate property, payroll or sales in this State of the entities of any
unitary business of the enterprise meets a threshold in Subsection B, then
each entity that is part of that unitary business is deemed to have nexus and
shall file and pay income or franchise tax as required by law.
(2) “Commonly owned enterprise” means a group of entities under common control
either through a common parent that owns, or constructively owns, more than
50 percent of the voting power of the outstanding stock or ownership interests
or through five or fewer individuals (individuals, estates or trusts) that own, or
constructively own, more than 50 percent of the voting power of the outstanding
stock or ownership interests taking into account the ownership interest of each
such person only to the extent such ownership is identical with respect to each
such entity.
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E. A State without jurisdiction to impose tax on or measured by net income on a particular taxpayer because that taxpayer comes within the protection of Public Law 86-272
(15 U.S.C. § 381) does not gain jurisdiction to impose such a tax even if the taxpayer’s
property, payroll or sales in the State exceeds a threshold in Subsection B. Public Law
86-272 preempts the state’s authority to tax and will therefore cause sales of each
protected taxpayer to customers in the State to be thrown back to those sending States
that require throwback. If Congress repeals the application of Public Law 86-272 to
this State, an out-of-state business shall not have substantial nexus in this State unless
its property, payroll or sales exceeds a threshold in this provision.

83

Draft Model Sales & Use Tax
Notice and Reporting Act
As Approved by Executive Committee for Public Hearing — April 11, 2011
(a) Administration. The [State Department of Revenue] shall perform all functions
necessary and proper for the administration and enforcement of this Act, including promulgating regulations and reviewing protests in accordance with the [State
Administrative Procedures Act].
(b) Definitions. For purposes of this Act:
(1) “Department” means the [State Department of Revenue].
(2) “Director” means the Director of the [State Department of Revenue].
(3) “Purchaser” means any person who purchases or leases a product for delivery to
a location in this state.
(c) Notice and Reports, Required. A person who sells or leases a product; the storage,
use, or consumption of which is subject to [State Use Tax Act], or the sale or lease of
which is subject to [State Sales Tax Act]; but who does not collect and remit either
such tax, shall provide the following notice and reports.
(1) Notice to Purchaser at Time of Transaction. A notice shall be provided to
each purchaser at the time of each such sale or lease.
(A) The notice shall indicate that neither sales nor use tax is being collected or remitted upon the transaction, and that the purchaser may be required to remit
such tax directly to the Department.
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(B) The notice shall be prominently displayed on all invoices and order forms, including, where applicable, electronic and catalogue invoices and order forms,
and upon each sale or lease receipt provided to the purchaser. No indication
shall be made that sales or use tax is not imposed upon the transaction, unless:
(i) such indication is followed immediately with the notice required by this
section (c)(1); or (ii) the transaction with respect to which the indication is
given is exempt from [State] sales and use tax pursuant to [State] law.
(2) Annual Report to Purchaser. A report shall be provided to each purchaser
before January 31st of each year.
(A) The report shall include:
(i) a statement indicating that the person did not collect sales or use tax on
the purchaser’s transactions and that the purchaser may be required to
remit such tax directly to the Department;
(ii) a list, by date, generally indicating the type of product purchased or leased
during the prior calendar year by the purchaser from such person for
delivery to a location in this state and the price of each product;
(iii) instruction for obtaining additional information regarding whether and
how to remit the sales or use tax to the Department;
(iv) a statement that such person is required to submit a report to the
Department pursuant to section (c)(3) of this Act stating the total dollar
amount of the purchaser’s purchases; and
(v) any information as the Director shall reasonably require.
(B) The report shall be sent to the purchaser’s billing address, or if unknown, the
purchaser’s shipping address, in an envelope marked prominently with words
indicating important tax information is enclosed. If no billing or shipping
address is known, the report shall be sent electronically to the purchaser’s
last-known e-mail address with a subject heading indicating important tax
information is enclosed.
(3) Annual Report to [State Department of Revenue]. A report shall be provided before January 31st of each year to the Department.
(A) The report shall include, with respect to each purchaser:
(i) the name of the purchaser;
(ii) the billing address and, if different, the last known mailing address;
(iii) the shipping address for each product sold or leased to such purchaser for
delivery to a location in this state; and
(iv) the total dollar amount of all such purchases by such purchaser which
were made during the prior calendar year for delivery to each such
address.
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(B) The report shall be filed electronically in the form and manner required by
the Director.
(d) Exceptions.
(1) Small Seller. A person who made less than $A [original SST threshold for small
seller was $100,000] in total gross sales during tl-ie prior calendar year shall not be
required to provide notice or file reports pursuant to section (c) of this Act.
(2) De minimis In-State Sales. A person who made less than $B [CO: $100,000]
in total gross sales for delivery to a location in this state during the prior calendar
year shall not be required to provide notice or file reports pursuant to section (c)
of this Act.
(3) Sales by Registered Vendors. A person who is registered to collect and remit
sales and use tax, and who complies in good faith with the [State Sales and Use
Tax Acts], shall not be required to provide notice or file reports pursuant to section (c) of this Act.
(e) Penalties.
(1) Amount. The Director shall assess a penalty upon any person who fails to provide notices and reports as required by this Act as follows:
(A) Penalty for Failure to Provide Notice to Purchaser at Time of
Transaction. A person who fails to provide notice as required by section (c)
(1) shall be assessed a penalty, in addition to any other applicable penalties, in
the amount of $X for each such failure, not to exceed:
(i) a total of $Y in one calendar year, if such person remedied each failure by
providing such notices within X days of the date such notice was required to be provided, and
(ii) a total of $Z in one calendar year where section (e)(1)(A)(i) of this Act
does not apply
(B) Penalty for Failure to Provide Annual Report to Purchaser. A person
who fails to provide a report as required by section (c)(2) shall be assessed a
penalty, in addition to any other applicable penalty, of $X for each such failure,
not to exceed:
(i) a total of $Y in one calendar year if such person remedied each failure by
providing such notices within X days of the date such report was required to be provided, and
(ii) a total of $Z in one calendar year where section (e)(1)(B)(i) of this Act
does not apply.(C)
Penalty for Failure to Provide Annual
Report to Department. A person who fails to provide a report as
required by section (c)(3) shall be assessed a penalty, in addition to any
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other applicable penalty, equal to $X times the number of such purchasers
that should have been included on such report, not to exceed:
(i) a total of $Y in one calendar year if such person remedied the failure by
providing the report within X days of the date such report was required
to be provided, and
(ii) a total of $Z in one calendary ear where section( e)(1)(C)(i) of this Act
does not apply.
(2) Estimates Authorized. When assessing a penalty pursuant to section (e) of this
Act, the Director may use any reasonable salnpling or estimation technique where
necessary or appropriate to determine the number of failures in any calendar year.
(3) Protest. A person may protest the assessment of any such penalty or interest by
filing a written objection with the Director within [number of days equal to the
number of days allowed for protest of a use tax assessment or refund denial] days
of the date of assessment. Disposition of a timely filed protest shall be in accordance with [State Administrative Procedures Act]. if no such protest is filed within
the time allowed, the assessment shall become final and subject to [judgment, warrant, collection procedures].
(4) Interest. Interest shall accrue on the amount of the total penalty that has been
assessed and become final for each calendar year pursuant to section (e) of this Act
at the rate established pursuant to [state code section setting interest rate for tax
underpayment].
(5) Waiver. Upon written request received within the time established for protest
pursuant to section (e)(4) above, the Director, in his or her sole discretion, may
waive any portion or all of the penalty or interest applicable under this section for
good cause shown.
(f) Confidentiality of Purchaser Information. Information received by the [State
Department of Revenue] pursuant to this Act shall be exempt from any disclosure
required pursuant to [State Open Records Act]. Such information shall be treated
as confidential taxpayer information pursuant to [cite to open records exception for
confidential taxpayer information, including exceptions statutes] and all exceptions,
penalties, punishments, and remedies applicable to disclosure of confidential taxpayer
information pursuant to [cite to statutes regarding confidential taxpayer information
disclosure exceptions and penalties] shall apply to disclosure of information received
by the Department pursuant to this Act.
(g) Limitations. Nothing in this Act shall relieve a person who is subject to [the state’s
sales tax act or the use tax act] from any responsibilities imposed thereunder. Nor shall
anything in this Act prevent the Director from administering and enforcing [the state’s
sales tax act or the use tax act] with respect any person who is subject thereto.
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(h) Severance. The provisions of this Act are severable and if any section, sentence, clause
or phrase of this Act shall for any reason be held to be invalid or unconstitutional, such
holding shall not affect the validity of the remaining sections, sentences, clauses, and
phrases of this Act, which shall remain in effect.
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Specific Industry Discussions
and Related Rules
Introduction
An alternative to reviewing numerous sales and use tax laws, regulations, and other pertinent
material is to look at some very generic categories of industry and highlight the sales and use
tax rules typically encountered in those industries. Not all pertinent sales and use tax rules
can be covered, but by going through some industry summaries, many of the underlying sales
and use tax principles can be addressed, and you can begin to get an understanding of general sales and use tax rules and see how they apply in real taxpayer situations. The categories
discussed subsequently highlight key issues for each area. The specific sales and use tax rules
for each state could differ significantly on some of the issues.

Retailers
For purposes of this discussion the exact definition of retailer is not critical. Most states will
define retailer, retail sales, or sale at retail in conjunction with who must collect the sales and
use tax or in conjunction with what sales are taxable. In this book, retailers are deemed to be
any business in which the company is selling a product, generally tangible personal property,
to ultimate consumers.Thus, the key element in any definition of retail is the sale to the final
consumer.
For most Americans, retailers are the most visible of all business types. There were more
than 1.5 million retail establishments with more than 21.4 million employees in the year
2000. Of all business types, only the services industry had more establishments or employees.
Although most retail establishments are the proverbial Mom and Pop stores or small franchises, the largest retailers are household names and include such giants as Walmart, Sears,
J.C. Penney, Home Depot, Safeway, Rite-Aid, Best Buy, Office Depot, Staples, Pathmark, and
Toys “R” Us.
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Sales
As discussed previously, any person or company engaged in business in a state must generally
obtain a sales and use tax permit for that state. When a person or company has nexus, a sales
tax permit is generally required, even if the company anticipates sales will be exempt from
the sales and use tax.
The retailer generally reports sales to the state using the same accounting method regularly
employed by the retailer in maintaining its books and records. Retailers for which inventory
is a significant asset must generally keep their books and records on an accrual basis for federal income tax purposes. Unfortunately, accrual basis accounting can create harsh cash flow
problems for sales tax because the retailer must sometimes remit significant amounts of cash
on sales for which it has not collected any money. Some states alleviate the potential cash
flow problem by permitting additional time for remittance (Mississippi), requiring that purchasers pay the sales tax portion of the sale up front (Pennsylvania), or report credit and cash
sales separately for sales tax purposes (Arizona). Finally, many states simply allow the retailer
to elect to remit sales tax on a cash basis, regardless of how it keeps its books and records, for
financial statement or federal tax purposes.
The tax collected by the retailer is generally not the property of the retailer but is held
for the benefit of the state. Many states use a trustee or trust fund relationship by statute or
regulation to make it clear that the sales tax collected is the property of the state, and the
retailer is only assisting in the collection and remittance of the funds. Many states hold an
officer personally liable for willful nonpayment of collected taxes.
Because of the numerous sales tax jurisdictions (local as well as state), out-of-state retailers will generally try to avoid collecting sales tax from nonresident state jurisdictions. It can
become an extreme administrative burden for a company without adequate tax reporting
software and personnel. Depending on the amount of tax collected, the number of transactions, and the dictates of each state, tax reports and remittance of the tax due can be required
weekly, monthly, quarterly, or annually.
To help offset some of this administrative cost and burden, some states allow retailers to
retain a portion of the tax collected. The collection allowance, or vendor’s fee, is usually a
percentage of the tax collected. In some states, the vendor’s fee is capped not to exceed a set
amount.
A critical issue for retailers is the appropriate taxing jurisdiction for each transaction. As
you may recall, the general rule is that the point of delivery is the proper jurisdiction for
computing and collecting the tax. It is usually at this point that a transfer of title and possession takes place. For example, a sale from a California retailer delivered to a customer in
Illinois would generally be subject to sales tax in Illinois. However, if the California company
does not have sufficient nexus in Illinois, it would not be required to charge or collect a sales
or use tax. Therefore, it would be the responsibility of the Illinois purchaser to remit any use
tax due on the transaction.
A related but common question for retailers involves the proverbial “buy here, ship there”
purchase. The following examples illustrate the problem:
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Example 3-1

Jack, who lives in Wisconsin, is on vacation in Colorado. He sees a scarf that he believes is
just perfect for his Mom in a store in Aspen. He purchases the scarf and asks the store to ship
the scarf to Mom, who lives in Arizona. Is the transaction taxable? If so, where?
The Aspen retailer should charge Colorado sales tax on the purchase because although Jack
never took physical possession of the gift in Colorado, he took constructive receipt of the gift in
Colorado. The shipment of the scarf to Arizona is arguably a separate transaction involving the
transfer of a gift from Jack to his Mom.

Example 3-2

Same facts as exaple 3-1. If the Colorado retailer charges Jack $50 for the scarf and an additional $10 to ship the scarf to Arizona, is the shipping fee of $10 part of the purchase price and
subject to tax?
The answer here is not so clear and will vary from state to state. Arguably, there should be no
sales tax on the shipping charge because it is a separate transaction and, as such, a nontaxable service in many states. After all, if the sale is treated as a single transaction, then, arguably, Jack never took possession of the property in Colorado, and the sale is a sale in interstate
commerce and, thus, not taxable in Colorado. (The theory sounds fine, but the author suspects
that many states may disagree.)

Example 3-3

Same facts as example 3-1. Does Mom owe use tax on the scarf in Arizona? No, because the
scarf was a gift. Mom does not have a cost upon which to base a use tax. For example, the
Arizona use tax rate is 6.6 percent, but 6.6 percent multiplied by zero (Mom’s cost) is still zero.
In addition, Arizona cannot assess use tax on Jack because he never exercised any right or
use over the property in Arizona, but that will not necessarily stop the state. See Town Faire
Tire Centers, Inc. v. Commissioner of Revenue, 911 N.E.2d 757 (Mass. 2009) 10360, as presented
in exhibit 3-1.
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Exhibit 3-1: Town Fair Tire Centers, Inc. v.
Commissioner of Revenue, 911 N.E.2d 757
(Mass. 2009) 10360
MARSHALL, C.J.

We consider in this appeal whether a vendor who sells “tangible personal property” to a Massachusetts
resident is obligated to collect and remit Massachusetts use tax where the customer purchases and
takes delivery of the merchandise outside the Commonwealth. Following a sales and use tax audit of
Town Fair Tire Centers, Inc. (Town Fair), concluding, among other things, that certain automobile tires
had been sold at Town Fair’s New Hampshire stores to Massachusetts residents and inferentially were
installed on vehicles registered in Massachusetts, the Commissioner of Revenue (commissioner) assessed use tax and related penalties against Town Fair for failing to collect use taxes on those tire sales.
See G.L. c. 64I, § 4.1 Town Fair appealed to the Appellate Tax Board (board), which ruled in favor of the
commissioner, finding that the automobile tires at issue were intended for use in the Commonwealth.
Town Fair appealed from the board’s decision, see G.L. c. 58A, § 13, and we transferred the case here
on our own motion. Because we conclude that the applicable Massachusetts statutes do not permit the
Commonwealth to assess use taxes against a vendor in circumstances such as these, we reverse.
1. Background. We summarize the facts found by the board, except where noted. Town Fair is a
Connecticut corporation whose principal business is the retail sale and installation of automobile tires.
During the “period at issue” in this matter, October 1, 2000, to April 30, 2003, Town Fair operated sixty
stores in New England, including eighteen stores in Massachusetts2 and three stores in New Hampshire.3
Town Fair collected and remitted Massachusetts sales tax on tire sales at its Massachusetts stores, as
well as sales tax on tire sales at its stores located in those other States that impose a sales tax.4 It did not
collect Massachusetts use tax in connection with the sale of tires at its stores outside Massachusetts.
In 2003, an auditor with the Department of Revenue (department) commenced a sales and use tax audit
of Town Fair for the period at issue. By agreement with Town Fair, the auditor utilized a “block sampling”
method, selecting a single month, September, 2002, for review. The auditor’s examination of records from,
inter alia, Town Fair’s three New Hampshire stores for that month identified 313 invoices in which the
invoice listed a Massachusetts address beneath the name of the purchaser.5 Many—but not all—of the
invoices listed a Massachusetts telephone number,6 and certain purchasers who paid by check provided
a Massachusetts driver’s license.7 The invoices included the vehicle make and model, but there was no
information regarding the State of registration, license plate number, or inspection sticker information
of the vehicles. There is no evidence that any of the tires sold in the 313 transactions under review were
actually stored or used in Massachusetts, the board made no such finding, and the commissioner does
not argue otherwise.
Based on the 313 invoices listing a Massachusetts address, the auditor identified the sale in each case
as having been made to a Massachusetts resident and, “[c]oncluding” (in the board’s words) that those
purchasers “would use the tires installed on their vehicles in the Commonwealth” (emphasis added),
the auditor determined that Town Fair should have collected and remitted Massachusetts use tax for
the 313 sales.8 The commissioner subsequently assessed Town Fair approximately $108,947 of uncollected use taxes based on those sales.9 Town Fair applied for an abatement, which the commissioner
denied. Town Fair then appealed to the board, see G.L. c. 58A, § 7, and G.L. c. 62C, § 39, which affirmed
the commissioner. The board found “[b]ased upon the Massachusetts addresses, telephone numbers
and driver’s license information contained in the record” that the tires sold by Town Fair in the pertinent
transactions “were installed on vehicles owned or operated by Massachusetts residents.” Based on the
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same evidence, and “the absence of evidence to the contrary,” the board “inferred” that the vehicles
“also bore Massachusetts registration plates (‘license plates’) and certificates of inspection.” From this,
the board “found” that the sales at issue “were sales of tangible personal property to be stored, used or
consumed in Massachusetts” (emphasis added), and held that the commissioner “properly assessed”
Town Fair for use tax in connection with those sales. We now turn to the merits.10
2. Discussion. a. Standard of review. The decision of the board interpreting a statute “will not be reversed
or modified if it is based on a correct application of the law and if it is based on substantial evidence.”
Kennametal, Inc. v. Commissioner of Revenue, 426 Mass. 39, 43 (1997), cert. denied, 523 U.S. 1059 (1998).
“We review questions of statutory interpretation de novo … giving ‘substantial deference to a reasonable interpretation of a statute by the administrative agency charged with its administration enforcement.’” Attorney Gen. v. Commissioner of Ins., 450 Mass. 311, 319 (2008), quoting Commerce Ins. Co. v.
Commissioner of Ins., 447 Mass. 478, 481 (2006). See Luchini v. Commissioner of Revenue, 436 Mass.
403, 405 (2002). “[P]rinciples of deference” are not, however, “principles of abdication,” Nuclear Metals,
Inc. v. Low-Level Radioactive Waste Mgt. Bd., 421 Mass. 196, 211 (1995), and an incorrect interpretation of a statute by an administrative agency is entitled to no deference. Kszepka’s Case, 408 Mass. 843,
847 (1990), and cases cited. The duty of statutory interpretation rests ultimately with the courts. See
Commerce Ins. Co. v. Commissioner of Ins., supra, citing Cleary v. Cardullo’s, Inc., 347 Mass. 337, 343344 (1964). In our judgment the board has interpreted the statutes at issue in a manner that cannot be
sustained.
b. Statutory framework. The use tax and the sales tax “are complementary components of our tax
system, created to ‘reach all transactions, except those expressly exempted, in which tangible personal
property is sold inside or outside the Commonwealth for storage, use, or other consumption within the
Commonwealth.’” Commissioner of Revenue v. J.C. Penney, Co., 431 Mass. 684, 687 (2000), quoting M & T
Charters, Inc. v. Commissioner of Revenue, 404 Mass. 137, 140 (1989). The use tax is governed by the
provisions in G.L. c. 64I. Section 2 of that chapter imposed an excise tax, at the rate of five per cent of
the sales price,11 “upon the storage, use or other consumption in the commonwealth” of tangible personal property that is “purchased … for storage, use or other consumption within the commonwealth”
(emphasis added).12 Liability to pay the use tax generally falls on the purchaser who uses the property
subject to the tax. G.L. c. 64I, § 3. Purchasers may, however, offset against such liability any tax paid on
that property to a vendor under the laws of another State. G.L. c. 64I, § 7 (c).
At issue here is the application of G.L. c. 64I, § 4, which concerns a vendor’s obligation to collect use tax
where such a tax is imposed under G.L. c. 64I, § 2. See note 1, supra. Vendors “engaged in business in the
commonwealth”13 who sell tangible personal property or services “for storage, use or other consumption
in the commonwealth” are required to collect the tax from the purchaser and give the purchaser a receipt, unless the “storage, use, or other consumption” is not “taxable” at the time of sale, in which case
vendors are required to collect the tax when storage, use, or other consumption “becomes taxable.” G.L.
c. 64I, § 4. Where a vendor is required to collect use tax and fails to do so, the tax is “owed by the vendor
to the commonwealth.”14 Id.
c. Application of G.L. c. 64I. In upholding the commissioner, the board noted Town Fair’s “numerous arguments as to why the transactions at issue did not come within the scope of the statute,” but concluded
that “those arguments were based on a misinterpretation of the relevant law.” Town Fair counters that a
vendor’s liability for use tax under G.L. c. 64I, § 4, “does not arise in connection with an out-of-State sale
merely by virtue of the purchaser’s intending to store, use or consume merchandise in Massachusetts,”
as the board held (emphasis added). Rather, a vendor is liable for use tax under G.L. c. 64I, § 4, only if the
tires “were actually stored, used or consumed in Massachusetts.” We agree. It is axiomatic that a use
tax must be paid by a purchaser (or collected by a vendor) only if a tax is due. See G.L. c. 64I, § 2 (defining
when use tax is imposed). Thus, G.L. c. 64I, § 4, imposes no obligation on a vendor to collect use tax unless and until the “storage, use or consumption of tangible personal property” occurs in Massachusetts,
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either at the time of sale or at some later point. See Commissioner of Revenue v. J.C. Penney Co., supra
at 684, 687 (obligation on vendor to collect use tax arises when exercise of right or power incident to
ownership of tangible personal property, such as control, occurs in Massachusetts). See also LR 82104 (Oct. 21, 1982) 1 Official MassTax Guide PWS-673 (West 2007) (“a vendor’s use tax liability arises
when the property sold by him is first stored, used, or otherwise consumed in Massachusetts [ordinarily
when the property is delivered in Massachusetts]” [emphasis added] ); Advanced Sales and Use Tax in
Massachusetts 16 (Lorman Educ. Servs.2005) (“the acts constituting the exercise of a right or power over
property must occur in Massachusetts” [emphasis added] ). There is no evidence that the tires sold by
Town Fair were actually stored, used, or consumed in Massachusetts,15 and the board did not make such
a finding. Because the statute is unambiguous, we “follow the ordinary meaning of the words.” Kszepka’s
Case, 408 Mass. 843, 846 (1990).
The board acknowledged that there was no evidence of actual use of the tires within the Commonwealth.
In order to bring the tire sales within the scope of the use tax statutes, the board first “found” that
the sales were to Massachusetts residents because of the Massachusetts residence and telephone
information listed on the invoices. It then viewed the evidence “against the backdrop of motor vehicle
registration and operation requirements of the Commonwealth,” and “inferred” that the tires were
installed on vehicles that “bore Massachusetts license plates and inspection stickers.”16 From this the
board reasoned that evidence of actual use or storage in Massachusetts is not required because, in the
board’s words, “the liability for the [use] tax arises at the time of the purchase if the purchaser’s intent is
to use the property in the Commonwealth” and “the use tax is properly imposed if the purchaser intended
to use the tires in the Commonwealth at the time of purchase” (emphasis added). The board’s conclusion
is untenable. It is not supported by the language of the statute. Use in the Commonwealth is a necessary
prerequisite. See Commissioner of Revenue v. J.C. Penney Co., supra at 688 (statute requires that actual
use, storage, or consumption “must occur in Massachusetts in order for a taxable ‘use’ to occur”).17
For her part, the commissioner acknowledges that “intent” to use the goods in Massachusetts is not
sufficient to trigger the use tax.18 In her view, “compelling circumstantial evidence” that the tires were
sold to Massachusetts residents and installed on vehicles registered in Massachusetts leads, in her
words, “to the presumption” that the tires “indeed were used in Massachusetts.” Her argument fails. The
Legislature has specified with particularity the circumstances in which “for use in the Commonwealth”
permissibly may be presumed. See G.L. c. 64I, § 8 (a) (presumption that sale is “for storage, use or
other consumption” in Massachusetts arises where tangible personal property is sold “for delivery in
the commonwealth”); G.L. c. 64I, § 8 ( f) (presumption that personal property shipped or brought into
Commonwealth within six months of purchase is purchased “for storage, use or other consumption in the
commonwealth”). There is no Massachusetts statutory presumption of use in the Commonwealth where
personal property is sold to a Massachusetts resident outside the Commonwealth, even where the goods
purchased out of State may be affixed to property registered in Massachusetts.19 We will not recognize a
presumption that the Legislature has not established. See Gould v. Gould, 245 U.S. 151, 153 (1917) (“In the
interpretation of statutes levying taxes it is the established rule not … to enlarge their operations so as to
embrace matters not specifically pointed out”); 3A N.J. Singer, Sutherland Statutory Construction § 66:3,
at 35-36 (rev. 6th ed.2003) (revenue legislation should not be construed “to add what is not found in the
statute”).20
The absence of a statutory presumption that a vendor’s knowledge that a purchaser is a resident of
Massachusetts will permit a finding that the goods purchased out of State were purchased “for” use in
Massachusetts and actually used in the Commonwealth is particularly significant because Legislatures
in other States have enacted just such a presumption.21, 22 The Legislature may, of course, enact such
a presumption, but in the absence of any such statutory authorization, it is error to rely on a presumption that tires sold to a Massachusetts resident outside the Commonwealth were actually used in the
Commonwealth. And the principles of interpretation of tax statutes preclude us from “engrafting such
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language on the statute as written.” See Morton Bldgs., Inc. v. Commissioner of Revenue, 43 Mass.App.
Ct. 441, 446 (1997).23
Decision of the Appellate Tax Board reversed.
1.

General Laws c. 64I, § 4, which we refer to as the use tax, provides in pertinent part: “Every vendor engaged in
business in the commonwealth and making sales of tangible personal property or services for storage, use or other
consumption in the commonwealth not exempted under this chapter, shall at the time of making the sales, or, if
the storage, use or other consumption of the tangible personal property or services is not then taxable hereunder,
at the time the storage, use or other consumption becomes taxable, collect the tax from the purchaser and give
the purchaser a receipt therefor in the manner and form prescribed by the commissioner. The tax required to be
collected by the vendor shall constitute a debt owed by the vendor to the commonwealth. Such vendor shall collect
from the purchaser the full amount of the tax imposed by this chapter, or an amount equal as nearly as possible or
practicable to the average equivalent thereof; and such tax shall be a debt from the purchaser to the vendor, when
so added to the sales price, and shall be recoverable at law in the same manner as other debts.”

2.

Town Fair is a registered vendor in Massachusetts. See G.L. c. 62C, § 67, and G.L. c. 64H, § 7.
The operation of each of Town Fair’s New Hampshire stores is similar. In a typical transaction, a potential purchaser
enters the store and discusses tire options with a Town Fair sales associate. When a purchaser has made a selection, a sales invoice is generated and a Town Fair technician drives the customer’s vehicle into a garage bay and
installs the tires. A technician then drives the vehicle back to the front of the store. The salesperson delivers the
keys of the vehicle and a copy of the sales invoice to the purchaser, who then leaves the store.
New Hampshire does not impose a sales tax.
There was evidence from Town Fair that the individual whose name and address appears on the invoice is not
necessarily the owner or operator of the vehicle on which the tires have been installed.
There was evidence from Town Fair that approximately five per cent of the invoices listed a telephone number with
an area code not used in Massachusetts.
There was evidence from Town Fair that some of the 313 invoices reflect that a purchaser provided a driver’s
license from a State other than Massachusetts.
Although the auditor identified and examined 313 invoices with a Massachusetts address, Town Fair represents,
and the board does not dispute, that it was assessed use tax based on 283 of the 313 invoices because thirty of the
313 invoices were “credit memos” that showed offsetting refunds. All 313 invoices were entered in evidence.
Sales tax and penalties assessed at the same time by the commissioner for activities of Town Fair unrelated to its
sales of tires in New Hampshire are not part of this appeal.
We acknowledge the amicus briefs filed on behalf of Town Fair by the State of New Hampshire and by the Council
on State Taxation (COST). The commissioner asserts that COST advances three arguments not made by Town Fair
which, she argues, we should not consider. The commissioner’s characterization of COST’s brief does not pertain to
the statutory issues, the basis of this decision.
On June 29, 2009, the Governor signed into law an appropriations act for fiscal year 2010, increasing the
Massachusetts use tax rate to 6.25 per cent, effective August 1, 2009. St.2009, c. 27, § 57, amending G.L. c. 64I, § 2.
General Laws c. 64I, § 1, defines “storage” to mean “any keeping or retention in the commonwealth for any purpose
except sale in the regular course of business or subsequent use solely outside of the commonwealth of tangible
personal property purchased from a vendor.” The same section provides that “ ‘[u]se’ shall mean and include (i) the
exercise of any right or power over tangible personal property incident to the ownership of that property, except
that it does not include the sale of that property in the regular course of business, and (ii) enjoyment of the benefit
of a service, except that it does not include the sale of services in the regular course of business.”
It is not disputed that Town Fair was at all relevant times “engaged in business in the commonwealth” by virtue of
its operation in eighteen stores in Massachusetts. The term “engaged in business in the commonwealth” is defined
by G.L. c. 64H, § 1, which G.L. c. 64I, § 1, incorporates by reference, as including “having a business location in the
commonwealth.”
Although G.L. c. 64I, § 4, describes this obligation as a “debt,” where the debt is a use tax shifted to a third
party (vendor), the debt is, for all intents, the imposition of tax liability. “It is a settled principle of our taxation
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15.
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19.

20.

21.

22.

jurisprudence that tax statutes are ‘to be construed as imposing taxes with respect to matters of substance and
not with respect to mere matters of form.’” Commissioner of Revenue v. Gillette Co., ante 72, 77 (2009), quoting
Commissioner of Revenue v. J.C. Penney Co., 431 Mass. 684, 688 (2000).
It is not disputed that Town Fair’s interaction with its customers was confined to New Hampshire, and that Town
Fair did not itself deliver any of the tires into Massachusetts. See note 3, supra.
As noted earlier, there was no evidence that the tires were in fact installed on vehicles with Massachusetts registration plates and inspection stickers.
The board’s reliance on Commissioner of Revenue v. J.C. Penney Co., 431 Mass. 684 (2000), to support its conclusion that “[w]hatever fate befalls the tires once purchased, the use tax is properly imposed if the purchaser
intended to use the tires in the Commonwealth at the time of the purchase,” is not warranted (emphasis added).
At issue in the J.C. Penney case was the imposition of a use tax on catalogs delivered to Massachusetts residents where the postal service acted at the direction of the company. The use statute was satisfied in that case
because there was evidence that all of the items on which the use tax was assessed were in fact delivered to
residents in Massachusetts, and that undelivered catalogs in Massachusetts were directed to be “carried out of
Massachusetts.” Id. at 689. See G.L. c. 64I, § 8 ( a). Here, there is no evidence that the tires were shipped or brought
into Massachusetts.
She states that the use tax applies to goods “purchased outside Massachusetts for use within the state that, in
fact, are used in the state” (emphasis added).
Although not relevant to our decision, there is no evidence, let alone substantial evidence, that the tires were
installed on vehicles registered in Massachusetts. See Towle v. Commissioner of Revenue, 397 Mass. 599, 601-602
(1986) (board’s decision must be supported by substantial evidence). The board simply made an inference to that
effect based on its understanding of the “backdrop” of the Massachusetts motor vehicle registration and operation
requirements of Massachusetts.
The commissioner argues that the “presumption” that the tires were used in Massachusetts was “unrebutted” by
Town Fair. The use of a presumption to establish use in the Commonwealth is, we have concluded, not permissible
in this case. Accordingly, there was no obligation on Town Fair to rebut the “presumption.” Cf. Macton Corp. v.
Commissioner of Revenue, 15 Mass.App. Tax. Bd. 53 (1993) ( Macton), in which the commissioner sought to apply
one of the statutory presumptions for assessing use tax, G.L. c. 64I, § 8 ( f ) ( “presumed” that personal property
shipped or brought into the Commonwealth within six months of purchase was purchased “for storage, use or
other consumption in the commonwealth”), to impose use tax where the property was brought into Massachusetts
within six months after purchase. The board concluded that the “presence” in Massachusetts of the property (an
airplane) within six months of purchase was, without more, not sufficient to impose tax liability where the evidence
“indicate[d] that the plane was not purchased for storage, use or consumption in Massachusetts.” Id. at 58, 59.
Thus, the Macton case holds that where a statutory presumption is validly invoked by the commissioner, rebuttal
evidence by the purchaser (or vendor) may overcome the presumption of use tax liability.
See, e.g., Cal. Rev. & Tax.Code § 6247 (Deering 1996) ( “tangible personal property delivered outside this State to
a purchaser known by the retailer to be a resident of this State was purchased from a retailer for storage, use or
other consumption in this State and stored, used or otherwise consumed in this State”); Nev.Rev.Stat. § 372.255
(2007) ( “it is presumed that tangible personal property delivered outside this State to a purchaser known by the retailer to be a resident of this State was purchased from a retailer for storage, use or other consumption in this State
and stored, used or otherwise consumed in this State”); Wis. Stat. Ann. § 77.53(15) (West 2004) ( “It is presumed that
tangible personal property or taxable services delivered outside this state to a purchaser known by the retailer to
be a resident of this state were purchased from a retailer for storage, use or other consumption in this state and
stored, used or otherwise consumed in this state”).
The board relied on Montgomery Ward & Co. v. State Bd. of Equalization, 272 Cal.App.2d 728 (1969), in support of
its conclusion that knowledge by Town Fair that the purchasers were Massachusetts residents was sufficient to
find that the tires were purchased “for use” in Massachusetts. In the Montgomery Ward case, the court was doing
nothing more than applying the California statutory presumption. See note 21, supra. It cited Cal. Rev. & Tax Code §
6247, noting that “[t]he code authorizes the action of the board in … assessing the tax on those sales” (emphasis
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23.

added). Id. at 740. Where a cognate statutory provision does not exist in Massachusetts, the board should not have
relied on the reasoning of the California court.
In light of our conclusion, we need not address Town Fair’s arguments that the board’s interpretation of G.L. c. 64I,
§§ 2 and 4, violates the due process clause and commerce clause of the United States Constitution.

Sales Price
Defining the scope of the sales price is a perennial problem for retailers. If the sales price,
or tax base, is not properly defined, the retailer is often held liable for any additional tax.
Generally, the sales price is defined as the total consideration received in the exchange for
tangible personal property. The consideration is not limited to money but can include any
exchange of property or services, as well. Items that can affect the tax base include cash, trade,
or volume discounts; trade-ins; coupons; early payment discounts; rebates; credit card fees;
restocking charges; and delivery or freight charges.
The ways in which the preceding items can affect the sales price vary both in the nature of
the item itself and by state. For example, cash discounts at the time of sale are generally a deduction from the taxable sales price. However, prompt payment discounts (for example, 3/10
n/30 [a 3 percent discount for payment within 10 days, with full payment due in 30 days])
are generally not allowed as a discount because they depend upon postsale actions that are
uncertain. That said, some states will allow an adjustment on the following month’s return
for prompt payment discounts taken in the prior month.

Discounts
Two types of prompt payment discounts affect retailers. The first is that allowed by the vendor to the customer, and the second is the amount allowed by the state for collecting the tax.
The first type of prompt payment discounts are deductions from the invoice price that are
allowed only if the invoice is paid within a specific period, such as 20 or 30 days. Generally,
prompt payment or volume discounts cannot be anticipated. Tax must be charged on the
entire price. If the purchaser pays the invoice within the designated time period, most states
will allow the tax to be adjusted, consistent with the reduced sale price. The deduction may
depend upon the type and timing of the discount allowed. For example, neither New Jersey
nor New York allow for prompt payment discounts, but New York allows for trade, volume,
or cash-and-carry discounts.1
The second type of prompt payment discount, more commonly referred to as a vendor’s
fee, is the amount the state allows the retailer to retain from its sales tax collections. Because
the state is forcing the retailer to become a tax collector on behalf of the state, most state
laws initially allowed the retailer to keep from 1 percent to 3 percent of the sales tax collected as reimbursement for the additional costs the retailer incurs for being the tax collector.
In recent years, the states, facing economic pressures, have either cut back or eliminated the
vendor’s fee allowed to retailers. States without a vendor fee or prompt payment discount
1

See NJ Rev. Stat. §54:32B-2(d) and NY Comp. Codes R. & Regs. tit. 20, §526.5(d).
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for the retailer include Arizona, California, Connecticut, Hawaii, Idaho, Iowa, Kansas, Maine,
Massachusetts, Minnesota, Nebraska, New Jersey, New Mexico, North Carolina, South
Dakota, Tennessee, Utah,Vermont, Washington, and West Virginia.

Layaway Fees
Some states, such as Illinois, Missouri, and South Carolina treat layaway fees as part of the
purchase price and subject to tax.2 Others do not. For example, Kansas does not tax nonrefundable layaway fees.3 California does not charge tax on layaway fees until the property
is delivered, and the buyer takes possession.4 The variation among the states is sometimes
explained by whether the layaway fee is defined more as a deposit rather than a prepayment
on the sales price and whether the fee is refundable. If the layaway is cancelled, the fee is
generally not subject to tax because no sale has taken place.

Resale or Exempt Sale Certificates
The general rule in most states is that sales of tangible personal property are presumed to
be taxable unless there is sufficient documentation or explanation to determine otherwise.
One of the more common documents needed to exempt a sale is either a resale or exempt
sale certificate. Each state generally has its own resale or exempt sale certificate that it prefers
retailers and other taxpayers use. Some states require their specific certificates be used; others
simply specify what information is to be included on a resale or an exempt sale certificate
in order for it to be valid.
The essential elements in any resale certificate include the following:
•
•
•
•
•
•
•

Name and address of the seller
Name and address of the purchaser
Purchaser’s sales tax or tax permit number
Description of the item being purchased
Nature of the purchaser’s business
Purpose for which the purchase was made
Signature of the purchaser and date of sale

The timing of a resale or an exempt sale certificate is also critical. Some states will not
allow the resale or exempt sale transaction to be tax free unless an appropriately completed
resale or exempt sale certificate is received by the retailer on or before the date of the transaction or within an established time frame. One Alabama taxpayer met with a forgiving court
when the court did not hold the taxpayer responsible for the tax on sales to customers with
expired or invalid sales tax numbers.The court indicated, however, that its decision may have

2

3
4

ST 11-0029-GIL, Ill. Dept. of Rev., Apr. 8, 2011; LR 6969 Mo. Dept. of Rev., Nov. 4, 2011; PRL
#11-4 SC Dept. of Rev., July 22, 2011.
PRL No. P-2011-008, Kan. Dept. of Rev., Sept. 22, 2011.
Rev. & Tax Code §6006(a).
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been different had the transactions transpired after spring 2006 when the state established a
website that allowed retailers to confirm the accuracy of their customers’ sales tax numbers.5
State rules must be scrutinized to determine the timing and appropriate form for a resale
or an exempt sale certificate. The resale certificate provides an exemption based on the purchaser’s intended use of the product (that is, intended use of the product being a further sale).
An exempt sale certificate is an exemption granted based on the nature of the purchaser (for
example, sales to a governmental entity, religious organization, or other purchaser specifically exempted by statute or regulation). Remember that a not-for-profit entity for federal
purposes is not necessarily a not-for-profit agency for sales and use tax purposes.
Sales that are exempt because of the nature of the seller or the property sold are not
documented by a resale or an exempt sale certificate. For example, student meals served by
a school may be exempt due to the nature of the seller, in this case a school, as well as the
nature of the property, namely food. In this situation, there would be no one to issue a resale
or an exempt sale certificate or to receive one. Likewise, if an item is exempt because of the
nature of the property sold (for example, food, gasoline, prescription drugs, and so on), such
items would be exempt by definition, and no other supporting documentation would be
needed to exclude the sale from sales or use tax.
Exempt sales, due to the nature of the purchaser, would typically require an exempt sale
certificate from the purchaser as proof that the purchaser is an exempt person or entity. Most
states will grant a specific exemption number to exempt entities. The exempt entities can
use this number in completing their exempt sale certificate. Entities exempt in one state may
not be exempt in another. Watch out! A recent Missouri case is instructive. The Missouri
Supreme Court ruled that a private corporation that operated a corrections facility was not
entitled to a resale exemption for the consumables it used in providing meals, clothing, soap,
shampoo, and medical supplies to inmates. Because the government entity was exempt from
tax, there was no taxable retail sale; according to the court, if there is no taxable retail sale,
you cannot have a resale sale.6 Those making sales to governmental entities would do well to
look closely at this case and its theoretical discussion of sales for resale.
Resale certificates are not necessarily limited to items purchased and immediately resold
or put on a shelf for resale. Resale items commonly include component parts of a product or
other items that are consumed through production or otherwise incorporated into an item
to be sold. For example, sales of feed and water or other agricultural products used for cattle,
hogs, chickens, or other animals typically consumed by humans are exempt in many states.

Purchases
Retailers generally purchase inventory items tax free from suppliers by the issuance of resale
certificates. Items that are subsequently withdrawn from inventory and consumed or otherwise used by the retailer then lose their exemption as resale items and, accordingly, become
subject to consumer’s use tax in the jurisdiction where they are used. Although this may
5
6

Guess Electronics Co., Inc. v. Alabama, Adm. Law Div., No. S. 06-1252 (December 10, 2007).
ICC Management, Inc. v. Director of Revenue, Mo. S. Ct., Dkt, No. SC89559 (June 16, 2009).
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sound like an infrequent event, this can be a major issue for large retailers. For example, an
office supply store typically buys desks and chairs for resale. A resale certificate is issued to
the supplier, and the inventory is held tax free. Upon sale, sales tax is charged, so the item
is ultimately taxed. On the other hand, if the office furniture retailer should decide to take
three desks and three chairs out of inventory to use in its administrative offices, no tax would
ever be charged on the transaction. Then, the states require that the office supply company
pay a use tax because it has made a taxable use of or consumed the item.Without the use tax,
the transaction would go untaxed. The amount of the use tax remitted is generally based on
the retailer’s cost of the product.
Other than withdrawals from inventory, some of the most common problem areas include
trade-ins, restocking fees, advertising, printing, warranties, repairs, installation charges, packaging, and freight and transportation fees.
Additional sales and use tax issues encountered by retailers not directly related to the
purchase of inventory involve purchase of equipment, office furniture and fixtures, supplies,
and so on. The general rule is that these items are subject to tax. Typically, supplies are taxed
unless they are resold or included in the product as an ingredient or a component part or
shipped out with the product. For instance, packing supplies are often exempt if shipped out
and sold as part of a taxable product. On the other hand, office supplies are typically taxed,
as are cleaning materials and other supply items not directly included in the sales transaction. Equipment, furniture, and fixtures are all generally subject to tax. However, states have
various exemptions for manufacturing or processing equipment and other manufacturing
exemptions.These exemptions should be reviewed in conjunction with relevant state laws in
the event of new operations, expansions, or other equipment additions.
Also, many states have tax incentive programs that may reduce or eliminate sales or use
taxes or otherwise allow credit for such taxes. These incentives are often granted in consideration for the addition of employees and investment in a state or by meeting other specific
objectives.

Demonstration and Display Items
Demonstration and display items may be treated differently in the various states. If a demonstration item is intended to be used solely by the retailer, it is typically subject to a sales or use
tax upon purchase or withdrawal from inventory for such use. However, many states will allow an exemption for demonstration items used for a specific period if the item is ultimately
to be resold. Tax, however, may be due to the extent of depreciation taken. Some states will
only allow exempt use of demos or promotional items to the extent that depreciation is not
taken. Any depreciation expense claimed taints the entire product and makes the entire item
subject to tax. Again, this issue could vary significantly by state. Inventory on display in the
store and readily available for sale is seldom an issue, so long as the items remain in inventory.

Packaging and Containers
See the discussion on packaging in chapter 4, “Other Exemptions and Problem Areas.”
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Gifts and Promotional Items
Gifts and promotional items, such as samples, are subject to tax. If the item is withdrawn
from inventory, the retailer must accrue and remit use tax on the retailer’s purchase price of
the item. These items are generally taxable, even if packaged with a purchase. For example,
New York has held that toys purchased by a fast food restaurant and included with the food
sold were not items purchased for resale but items purchased for use as advertising and promotional purposes.7 Other items ruled taxable have included wrapping paper8 and novelty
items distributed at baseball games.9

Repossessions and Returned Goods
States vary in their treatment of repossessions and returned goods. Some states allow a deduction for the entire tax when the total price paid by the customer is refunded, but other
states may limit or cap the refundable portion. State treatment can also vary depending upon
whether the customer is only allowed store credit or given only a partial refund. As with so
many things in state and local tax, vendors must look to each state’s statutes and regulations
for guidance.

Short-Term Leases
States vary significantly in the way they tax items that are rented or leased. Most states define
leasing companies as retailers. The taxation of a lease, besides being contingent on the state’s
rules, will often vary based on whether the lease is an operating lease or a financial lease.
These will be discussed subsequently. In the current context, we are assuming that the retailer
engages in short-term leases, rather than typical operating or financing leases. For instance, a
company may wish to lease audiovisual equipment for a weekend seminar or a business may
wish to lease additional tables and chairs for a company picnic computers for a short-term
administrative project. In the short-term lease situation, a lessor may be given the option to
pay sales tax on the purchase of equipment to be leased or remit a use tax, so that tax is paid
“up front” on the transaction, and the short-term lease is not subject to sales and use tax.
On the other hand, a state may require that tax be charged on all short-term leases. If this is
the case, the equipment lessor will usually not incur sales tax on its purchase because the lease
is treated as a resale. In order for the resale exemption to apply, the lessor must exclusively
lease or rent the equipment to lessees; otherwise, a double tax may result. In addition to the
direct lease charge, ancillary lease charges, such as delivery or training, may also apply. Such
issues will usually be governed by the rules covering ancillary charges related to equipment
purchases in that particular state.
7

8
9

See McDonald’s Restaurants of New York Inc., TSB–A–90(32) S, N.Y. State Tax Comn. (June 29, 1990).
For an opposite finding, see McDonald’s Restaurants of Mass. Inc. v. Massachusetts Comr. of Rev., No.
C262528 (Mass. App. Tax Bd. April 22, 2005) (toys ruled not promotional items, but, rather, sold in the
regular course of business).
Fla. Dept of Rev., TAA-96A-058.
Minnesota Twins v. Minnesota, 587 N.W.2d 287 (Minn. 1998)
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Manufacturers
In many cases, manufacturers will be obligated to collect little, if any, sales tax.The majority of
manufacturers sell products to distributors or retailers for further sale. Because their customers are not the ultimate consumers, sales tax is typically not charged. In other instances, the
machinery or equipment being manufactured is eligible for specific exemption. However,
most states will still require manufacturers to register for collection of the sales and use tax.
In 2000, there were over 390,000 manufacturers in the United States employing more
than 18 million people. The categories of manufacturers vary as much as the retailers who
sell the finished goods. The leading categories of manufacturers include aerospace and defense, apparel, beverages, chemicals, computers, food, furniture, machinery, medical instruments and equipment, motor vehicles, paper, petroleum, pharmaceuticals, plastics, publishing
and printing, rubber, textiles, tobacco, and wood products. Unlike retailers, however, and
apart from motor vehicles and computers, most Americans can only identify a few large
manufacturing concerns.

Sales
As discussed previously, many manufacturer sales are typically for resale. To the extent it sells
to wholesalers, distributors, or retailers, the manufacturer will typically receive a resale certificate. To the extent the sales are to exempt entities, the manufacturer will typically receive
an exempt sales certificate.
Other documentation important to manufacturers are packing slips, shipping documents,
or other evidence that items sold were shipped out of state or sold, for example, to federal,
state, or local governments. Under the Constitution, direct sales to the federal government
may not be taxed.
Taxable sales by manufacturers are sales to ultimate consumers that do not pass through a
distributor, wholesaler, or retailer channel. Other taxable sales frequently encountered by a
manufacturer are sales to employees. These are retail sales, and the manufacturer must collect
and remit the appropriate sales tax.
In the event of an audit or when planning for manufacturers, the appropriate sales documentation is critical. Although the number of sales transactions is typically far smaller than
for a retailer, their dollar volume could be significant. Accordingly, manufacturers can have
significant sales tax exposure if documentation is lacking or inadequate.

Purchases
Purchases of tools and supplies used to manufacture a product are generally subject to sales
tax. However, this can vary by state, as can the exemption for materials that are incorporated
into the final product. As discussed subsequently, inventory and materials used as ingredients
or component parts of manufactured products are usually exempt. Packaging materials used
to ship the product to the customer, such as paper bags, wrapping materials, Styrofoam, paper,
and tape, are also generally not subject to tax. Products used in research and development
and any tested products that become unusable after the testing and are expended as part of
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the production are generally taxable. Many exceptions may apply. Use tax should be paid on
those items and is generally assessed on the manufacturer’s material cost.
A variety of items purchased by most manufacturers are discussed subsequently.

Ingredient or Component Parts
The exemption for ingredients or component parts is probably the most technically complex
rule for manufacturers. Determining what constitutes an ingredient or a component part is
often subject to varying interpretations. Many states have considerable case law on this issue.
What generally constitutes an ingredient or a component part? In most states, an ingredient or a component part must not simply be expended during the production process but
must be physically incorporated or become a part of the finished product. This can cause
significant controversy between the state and taxpayers. For example, if a finished product is
bleached to change its color, and the bleach physically enters the product but later evaporates,
does the bleach become an ingredient or a component part? The bleach may have entered
into the product and changed the color, leaving a definite visual impact on the product.
However, states may argue that it has not remained a part of the physical product and, therefore, does not qualify as an ingredient or a component part.This is an area in which the state’s
rules and regulations and its pertinent case law should be reviewed to determine what factors
the state uses in classifying an item as an ingredient or a component part.
Your approach when discussing sales tax with a manufacturer or reviewing an audit assessment should be to determine how supplies or other items are used in the manufacturing
process. Some recurring purchases may likely qualify as ingredient or component parts under
the rules for that particular state. In any case, the rules for ingredient or component parts vary
so much from state to state that generalities are inadequate. For the prudent tax consultant,
there is no substitute for specific research on a specific state’s statutes, regulations, and case
law. For a sense of the extent and variety of litigation on ingredients or components used
in manufacturing, the following are only a few of the many cases: Bedford v. Colorado Fuel
& Iron Corp., 81 P2d 752 (Colo. 1938) (the phrase “enters into the processing of ” requires
that such personality become a constituent part of the final product in a series of continuous operations and treatments, wholly or partially, either by chemical or mechanical means);
Nucor Steel v. Harrington, 322 NW2d 647 (Neb. 1982) (graphite electrodes used as catalysts
are exempt because they were consumed during the process and became part of the finished
product); Great Lakes Chemical Corp. v. Wooten, 587 SW2d 220 (Ark. 1979) (chlorine used as
an oxidizing agent does not become an integral part of bromine); American Stores Packing
Co. v. Peters, 277 NW2d 544 (Neb. 1979) (small amounts of glycerin used in the casings that
formed frankfurters but became part of the meat are taxable); American Distilling Co. v. Dep’t
of Revenue, 368 NE2d 541 (Ill. 1977) (wooden barrels used to age whiskey are deemed ingredients because the barrels “impart tannins and other wood extracts to the raw alcohol”);
Al-Tom Investment, Inc. v. Director of Revenue, 744 SW2d 131 (Mo. 1989) (oil used to fry chickens is exempt because the oil remained “as an essential or necessary element of the finished
product”); Kaiser Steel Corp. v. State Bd. Of Equalization, 593 P2d 864 (Cal. 1979) (only those
portions of the pig iron and other materials “which become components of the slag” are
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exempt); State v. Southern Kraft Corp. 8 So2d 886 (1942) (a cooking liquid comprising sulfur,
lime, and salt cake is not exempt because, although the components eventually became part
of the product, their product was not a substantial ingredient).

Machinery and Equipment
Machinery and equipment purchases are also treated differently in many states. In most states,
manufacturing or processing equipment is subject to tax. Because much manufacturing
equipment is specialized and may only be sold by a limited number of vendors in the United
States, there may be no sales tax charged by the vendor because it may not have nexus in the
state where it is shipping the equipment. Accordingly, use tax would typically apply, and the
purchaser will have to pay it directly to the state.
Although the general rule is that most states will tax manufacturing and processing equipment, there are various exemptions from the sales or use tax on such equipment. This must
be analyzed critically state by state.
Quite a few states exempt machinery and equipment used in manufacturing tangible
personal property for sale or profit. Given the variety of approaches to the machinery exemption, it is difficult to generalize. However, the key elements around which most debates
revolve include defining the term manufacturing, its scope, and what it means to use the
machinery in manufacturing. Box 3-1 outlines typical questions to consider if specific machinery and equipment qualifies for exemption status:

Box 3-1: Machinery and Equipment Exemption Status Questions

•
•
•
•
•
•
•
•
•
•
•

Does fabrication, assembly, or processing qualify as manufacturing?
Can construction be deemed to be manufacturing?
Can mining or excavation qualify as manufacturing?
When does manufacturing begin?
When does manufacturing end?
What is meant when a statute requires that the machinery or equipment be directly used in
manufacturing?
Does test equipment qualify? If so, under what conditions?
Will pollution control equipment qualify as machinery used in manufacturing?
Does research and development machinery or equipment qualify for the exemption?
Will computers used to operate the machinery or equipment used in manufacturing qualify
as machinery for purposes of the exemption?
How does the state distinguish ingredients and components from manufacturing aids, such
as catalysts?

From a tax-planning viewpoint and in the event of an audit, a state’s exemptions should
be reviewed to see if manufacturing, processing, research and development, pollution control
equipment, or other special categories or uses of equipment might be exempt. Although
there may be a limited number of equipment purchases compared with the volume of
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purchases of supplies and inventory, it is generally worthwhile to research the taxability of
such equipment because of its significant cost.
Some examples of a variety of purchases that have qualified as machinery include cleaning equipment;10 molds, chemical binders, and silica sand that served the same function as
manufacturing machinery;11 an “automated storage and retrieval system” that was “necessary
and essential” to the manufacturing process;12 sterilization equipment used in packaging;13
and testing equipment.14 But, see Emerson Electric Company v. Director of Revenue, Missouri
Supreme Court, No. SC87146 (Nov. 7, 2006), in which the Missouri Supreme Court held
that design and test equipment did not qualify for the state’s exemption for machinery used
in manufacturing because they were not used directly to produce a product for sale or expand production.
Like Missouri, many states require that the machinery be directly used in manufacturing for the machinery exemption to apply. The definition of direct use varies from state to
state, but most definitions require that the machinery come into contact with, act directly
on, or physically change the raw material being manufactured. States that have traditionally
taken this approach include Georgia, Illinois, New Jersey, Ohio, Oklahoma, Pennsylvania,
Rhode Island, and Vermont. Other states take an integrated plant approach in which the
machinery will qualify if it is necessary or an integrated part of the manufacturing process.
New York was the first state to adopt such an approach in Niagara Mohawk Power Corp. v.
Wanamaker, 286 A.D. 446 (N.Y. 1959). Other states that generally take this approach include
Arizona, Arkansas, Colorado, Indiana, Kentucky, Maine, North Dakota, Tennessee, Virginia,
Washington, and West Virginia.The types of equipment that usually cause the most problems
include computers, transportation, packaging, safety, and pollution control equipment.
Defining the term manufacturing for machinery used in manufacturing has been even more
difficult than defining what constitutes an ingredient or a component part of a manufactured
good. The most oft-cited definition is from a Supreme Court case in which the Court said
that “manufacturing implies a change … there must be a transformation; a new and different
article must emerge, having a distinctive name, character, or use.”15
Unfortunately, few taxpayers or tax administrators have agreed on just what the definition
entails. For a few examples, see Stone v. Tax Commissioner 227 A2d 76 (Conn. 1967) (meat
processing did not qualify as manufacturing); Wilson & Co. v. Dep’t of Rev., 531 S.W.2d 752
(Mo. 1976) (meat processing does qualify as manufacturing); Valley Ready Mixed Concrete v.
Wisconsin, No. 84-CV-6724 (Wis. Cir. Ct., May 2, 1985) (mixing sand, gravel, and water
together to make cement qualified as manufacturing); McDonald’s v. Oklahoma, 563 P2d 635
(Okla. 1977), (mixing syrup and water together to make sodas or mixing ice cream and chocolate powder to make shakes is not manufacturing); Shanty Hollow v. New York, 111 AD2d 68,

10
11
12
13
14
15

Guardian Automotive Trim, Inc. v. Indiana, 811 NE2d 979 (Ind. Tax Ct. 2004)
Arizona v. Capitol Castings Inc., 88 P3d 159 (Ariz. Sup. Ct. 2004).
Texas Comptroller of Public Accounts, TX Hearing No. 44,798, Sales and Use (Dec. 15, 2006).
Kan. Dep’t Rev. Op. Ltr. 0-2001-024 (Oct. 29, 2001).
Associated Testing Lab., Inc. v. Commissioner of Revenue, 429 Mass. 628 (1999).
East Texas Motor Freight Lines v. Frozen Foods Express, 351 U.S. 49 (1956).
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leave to appeal denied, 489 NE2d 256 (N.Y. 1985) (snow making is not manufacturing); Ski
Roundtop v. Commonwealth, 553 A2d 934 (Pa. 1989) (snow making is manufacturing); Eastern
Machinery v. Peck, 114 NE2d 55 (Ohio 1953) (rebuilding machine tools is manufacturing);
No. 1198, CD 1976 (Pa. 1988) (rebuilding engines is not manufacturing); Stewart Honeybee
Prods. v. Commonwealth, 562 A2d 1015 (Pa. 1989) (processing honey is not manufacturing);
Rieck-McJunkin Dairy v. Pittsburgh Sch. Dist., 66 A2d 295 (Pa. 1949) (pasteurization of milk is
not manufacturing); American Ice v. Commonwealth, 178 A2d 768 (Pa. 1962) (milling of flour is
not manufacturing); Noreast Fresh, Inc. v. Comm’r of Rev., 737 NE2d 17 (Mass. Ct. App. 2000)
(processing raw vegetables through cleaning, coring, peeling, and shredding to produce prepackaged vegetable packets for sale to supermarkets and grocery stores is manufacturing).
In the past few years, there have been numerous cases of telecommunication companies
attempting to qualify as manufacturers. The results have been mixed. See Southwestern Bell
Telephone Co. v. Director of Rev., 78 SW3d 763 (Mo. 2002); Sprint Spectrum, Inc. v. Comm’r of
Rev., 676 NW2d 656 (Minn. 2004); In re Sprint Communications Co., L.P., 101 P3d 1239
(Kan. 2004); Midwest Cellular Telephone L.P., OK-3 Cellular Inc., OK-5 Cellular Inc., and AT&T
Wireless Servs. of Tulsa, Okla. v. Oklahoma Tax Comm’n, No. 99,006 (Okla. Ct. App., Div. 2, Feb.
17, 2004); and Bell Atlantic Mobile Sys., Inc. v. Commonwealth, 845 A2d 762, aff’g 799 A2d 902
(Pa. Comm. Ct. 2002).

Supplies
As alluded to previously, supplies and other materials consumed in production that are not a
part of the final product are generally subject to tax. These include not only manufacturing
supplies, such as small tools, lubricants, safety supplies, rags, and the multitude of other items
used in the manufacturing area of a plant, but also office or other administrative supplies. If
materials and other supplies do not become components or ingredients of final products,
most states tax them. However, there are limited exceptions for items expended in the manufacturing process. Be cautious of other supplies that, because of their specific nature, may
be exempt. For instance, packaging materials may be exempt because they are sent out with
the final product and deemed part of the sales transaction. Some states, however, distinguish
between packaging wrapped around individual product items and packaging used to ship
the product, such as large boxes, crates, pallets, and so on. Other special use products, such as
gasoline and kerosene, used in manufacturing, due to the nature of the product, may not be
subject to tax. Items used for pollution control or specifically for research and development
may also be exempt.

Energy
The states have various rules governing the taxation of energy used in production. Even
within a state, energy consumed by manufacturers may be taxed differently, depending on
what the energy is used for. For instance, some states may hold that energy used in a direct
manufacturing process, such as running manufacturing machines or heating, cooling, and
otherwise conditioning the specific manufacturing or processing area, is exempt. On the
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other hand, the same energy used for administrative space, offices, or other nonmanufacturing areas may be taxable.
Another complicating factor in energy consumption is determining the percentage consumed for specific uses, especially if the energy is supplied through a single meter or in bulk.
Besides determining how it is specifically used, some states may require that a specified
percentage of the total energy purchased be used for an exempt purpose before any of the
energy is exempt. Other states may allow an exemption prorated between nontaxable and
taxable uses.
Energy frequently used in manufacturing that may or may not be exempt, depending on
its use and other applicable rules, includes electricity, coal, gas, fuel, diesel fuel, tractor fuel,
propane, gasoline, butane, and nuclear fuel. This is another area where, without a thorough
review of the state’s policies, you would not be able to effectively tax plan or manage an audit
when an energy issue arises.
For planning purposes, the nature of taxing or exempting energy sources is very critical.
For example, if a taxpayer is not aware that some energy sources are exempt because the
sources themselves are not typically exempted by their providers but require a certificate
or other indication from the manufacturer about how the energy is being used, determining that some of the energy used qualifies for exemption or finding how to restructure the
supply, measurement, or use of the energy source could yield notable savings. Although the
tax on the energy consumed may not be significant for any specific invoice or month, energy usage typically recurs, and an exemption could provide long-term savings. Note that
an exemption for energy consumption differs from one for an ingredient or a component
part because energy would rarely, if ever, be physically incorporated into the product, even
though it may significantly transform the product.

Water
Like energy, whether water is exempt for manufacturing purposes differs by state. The same
issues with respect to measurement of usage or direct versus indirect manufacturing use apply. As an example of how planning in this area could save taxes, some states have an exclusive
use rule for exempting water. For instance, water billed through a separate meter may be
exempt if it is used exclusively for manufacturing purposes. If there is one meter for a facility, and the water is used both for manufacturing and nonmanufacturing functions (such as
cleanup, landscaping, or kitchen or restroom areas), it may be advantageous to run a separate
meter to the manufacturing area to obtain exemption for such water usage versus jeopardizing the entire exemption.
Again, the utility or other supplier of water would typically have to be notified of the use
of water. Nontaxable uses should render water purchases tax free. Incidentally, on a related
subject, some jurisdictions may exempt water used for landscaping, swimming pools, and
so on from separately stated sewage charges if a dedicated water meter measures the usage.
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Samples and Promotional Items
The key sales tax question with respect to samples and promotional items (applicable to both
retailers and manufacturers) is whether the purchases and distribution of those items qualify
as a sale for resale. For example, courts have been inconsistent in their treatment of items
such as baseball caps and other paraphernalia given away free to baseball fans.The Milwaukee
Brewers argued that the caps, seat cushions, and jackets they gave away at baseball games were
tax-free purchases for resale because they were part of the price fans paid to gain admission
to the game. The Brewers struck out. The court held that the promotional items were not
sales for resale but items used by the Brewers themselves as part of advertising.16 The Kansas
City Royals were more successful with the same argument.17 Other courts have held such
items to be an ingredient part of the property being sold (toys included with fast-food meals)
or simply a discount to the sales price.18

Machinery
State

Machinery

Comments

Alabama

Taxable

Arizona

Exempt

Arkansas

Taxable

California

Taxable

Colorado

Exempt

Connecticut

Exempt

Conn. Gen. Stat. §12-412(34)

District of
Columbia

Taxable

D.C. Code Ann. §47-2001(n)
(1)

Florida

Taxable

Georgia

Exempt

Ga. Code. Ann. §48-8-3(34).
Ga. Comp. R. & Regs. r. 56012-2-.62

Hawaii

Taxable

Haw. Rev. Stat. §237-13

Idaho

Exempt

Idaho Code §63-3622D

Illinois

Exempt

35 IL CS 120/2-5

Indiana

Exempt

Ind. Code §6-2.5-5-3

16
17
18

Taxed at a reduced rate.

Citation

Alabama Code §40-23-(3)
Ariz.Rev.Stat.§42-5061(B)(1)

Exemption available for certain replacement machinery and purchases used in
new or expanding facility.

Ark. Code. Ann. §26-52-402

18CCR1525
Purchase must be over $500. Exemption limited to $150,000 for qualifying
purchases of used machinery.

Exemptions available for certain businesses.

Colo. Rev. Stat. §39-26114(11)

Fla. Stat. ch. 212.05(1)(f) Fla.
Stat.ch. 212.08(5)

Wisconsin Dep’t of Revenue v. Milwaukee Brewers, 331 N.W.2d 383 (1983).
See Kansas City Royals Baseball Corp. v. Director of Revenue, No. SC82554 (Mo. December 5, 2000).
See Ariz. Rul. TPR 93-45; In re Petition of E-M Food Corp., DTA Nos. 809808, 809809, 809810,
809811 (N.Y. Div. of Tax App., Admin. Law Judge Unit March 18, 1993); and Electrolert Inc. v. Com’r,
No. 89-J-94 (Ohio Bd. of Tax App. March 13, 1993). McDonald’s Restaurants of Massachusetts, Inc. v.
Commissioner of Revenue, Massachusetts Appellate Tax Board, No. C262528, April 22, 2005.
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Iowa

Exempt

Kansas

Exempt

Kentucky

Taxable

Exemption available for purchases used
in new and expanded industry. Refund
available for purchases of energy-efficiency machinery or equipment used at
a Kentucky manufacturing plant for an
energy efficiency project.

Ky. Rev. Stat. Ann.
§139.480(10)
Ky. Rev. Stat. Ann. §139.518

Louisiana

Exempt

Fully excluded effective July 1, 2009
(formerly, phased-inexclusion).

La. Rev. Stat. Ann.
§47:301(13)(k)

Maine

Exempt

Me. Rev. Stat. Ann. tit. 36,
§1760(31)

Maryland

Exempt

Md. Code Ann. §11-210(b)(1)

Massachusetts

Exempt

Mass. Gen. Lawsch. 64H,§6(s)

Michigan

Exempt

Mich. Comp. Laws §205.54t

Minnesota

Taxable

Refunds available for tax paid on certain
capitale quipment.

Mississippi

Taxable

Taxe data reduced rate. Special rate for
Miss. Code. Ann. §27-65-17(1)
manufacturing machinery used at refinery. Miss. Code. Ann. §27-65-24

Missouri

Exempt

Nebraska

Exempt

Nevada

Taxable

New Jersey

Exempt

New Mexico

Taxable

Iowa Code 423.3(47)
Kan. Stat. Ann. §79-3606(kk)

Minn. Stat. §297A.68(5)

Mo.CodeRegs.tit.12, §10111.010
Exemption includes repair and replacement parts and purchases of installation,
repair, or maintenance services performed
on exempt machinery. A person must
be primarily a manufacturer in order to
qualify for exemption, which means that
more of the person’s total annual revenues
are from sales of product si tmanufacturers and sells or from production labor
performed on products sold as tangible
personal property by other manufacturers,
than is derived from other commercial
activity.

Neb. Rev. Stat.§77-2704.22
Neb. Admin. Code 1-02305
Information Guide 6-4412005
Revenue Ruling 01-11-1

Nev. Admin. Code §372.370
N.J. Stat. Ann. §54:32B-8.13(a)
Credit available for certain machinery.

N.M. Stat. Ann. §7-9A-5

New York

Exempt

North
Carolina

Taxable

Effective January1, 2006, mill machinery
and mill machinery parts and accessories
exempt from sales and use tax but subject
to privilege tax at rate of 1% of sales
price, maximum $80 per article.

N.Y. Tax Law, §1115(a)(12)
N.C. Gen. Stat. §105-164.4(a)
(1d)

North
Dakota

Taxable

Exemption available for certain purchases
used in new or expanding plant.

N.D. Cent. Code §57-39.204.3

Ohio

Exempt

Ohio Rev. Code Ann.
§5739.011

Oklahoma

Exempt

Okla. Stat. tit. 68, §1359
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Pennsylvania

Exempt

72P.S. §7201(k)

Rhode Island

Exempt

R.I. Gen. Laws §44-18-30(22)

South
Carolina

Exempt

S.C. Code Ann. §12-362120(17)

South
Dakota

Taxable

S.D. Admin. R. 64:06:03:23

Tennessee

Exempt

Tenn. Code. Ann. §67-6206(a)

Texas

Exempt

Tex. Tax Code Ann. §151.318

Utah

Exempt

Utah Code Ann. §59-12104(14)

Vermont

Exempt

Vt. Stat. Ann. tit. 32, §9741(14)

Virginia

Exempt

Va. Code. Ann. §58.1-609.3(2)

Washington

Exempt

Wash. Rev. Code 82.08.02565
The exemption does not apply to machinery and equipment primarily used for
activities taxable under the state public
utility tax.

West Virginia

Exempt

Wisconsin

Exempt

Wyoming

Exempt

W.Va. Code §11-15-2(b)(4)
Wis. Stat. §77.54(6)(a)
Exemption effective beginning July 1,
2004.

Wyo. Stat. Ann. §39-15-105(a)
(viii)(O)

©2012 CCH Incorporated. All Rights Reserved. Reprinted with Permission from CCH.

Utilities/Fuel
State

Utilities/
Fuel

Alabama

Taxable

Arizona

Taxable

Arkansas

Taxable
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Comments

Citation

Wood residue, coke, or coal sold to
manufacturers, or stored by manufacturers, exempt.

Alabama Code §40-23-4(a)(9)
Alabama Code §40-23-62(11)
Alabama Code §40-23-4(a)(14)

Natural gas and electricity used by
manufacturers directly in manufacturing
process or used by certain electric power
generators taxed at reduced rate. Natural
gas and electricity purchased for use in
steel manufacturing or in tile manufacturing tile are exempt.

Ark. Code. Ann. §26-52-301
Ark. Code. Ann. §26-52-319

Ariz. Rev. Stat. §42-5008(A)
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State

Utilities/
Fuel

Comments

Citation

California

Exempt

Cal. Rev. & Tax Code §6353
Gas, electricity, and water, including
steam, geothermal steam, brines, and heat SUTA Series 275
are exempt when delivered to consumers
through mains, lines, or pipes. Fuel oil is
taxable.

Colorado

Exempt

Temporarily taxable effective
March 1, 2010 through June
30, 2012, with exceptions for
(1) fuel or energy used for agricultural
purposes, railroad transportation
services, or the generation of electricity;
(2) gas for
electricty for residential use, and (3)
gasoline and special
fuel that is subject to excise tax.

Colo. Rev. Stat. §39-26-102 (21)

Connecticut

Exempt

Gas, electricity and heating fuel must be
used in metered premises and 75% of gas
electricity or fuel, or 75% of premises,
must be used for manufacturing.

Conn. Gen. Stat. §12-412(3)(A)

District of
Columbia

Exempt

D. C. Code Ann. §47-2005(11)

Florida

Exempt

Sec. 212. 08(7)(b)
Sec. 212. 08(7)(ff)

Georgia

Taxable

Hawaii

Taxable

Idaho

Exempt

Illinois

Taxable

Ill. Admin. Code tit. 86, §130.
120

Indiana

Exempt

Ind. Code §6-2. 5-2-1

Iowa

Exempt

Iowa Code 423. 3(47) and(51)

Kansas

Exempt

Kan. Stat. Ann. §79-3606(n)

Kentucky

Exempt

Electricity used directly in manufacture
of product is exempt if cost of electricity
exceeds 50% of cost of all materials used
in product, including electricity. From
July 1, 2008, to December 31, 2010,
partial exemption applies to certain fuels
used in manufacturing or processing
tangible personal property for resale.

Ga. Code. Ann. §48-8-3(35)
Ga. Code. Ann. §48-8-2(6)(B)(ii)
Ga. Code. Ann. §48-8-3(70. 1)

Matter used to produce heat by burning,
including wood, coal, petroleum and gas
is exempt.

Idaho Code §63-3622G

Haw. Rev. Stat. §237-13

Energy and energy producing fuels used
in manufacturing, processing, refining,
or fabricating exempt to the extent that
cost of the energy or fuel exceeds 3% of
the cost of production.

Ky. Rev. Stat. Ann. §139. 480(3)
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State

Utilities/
Fuel

Comments

Citation

Louisiana

Exempt

Purchases of electricity, natural gas, water, La. Rev. Stat. Ann. §47:301(10)
(C)
and steam are exempt. Fuel and gas are
excluded from tax. Dyed diesel fuel for
off-road use is taxable.

Maine

Exempt

95% of sale price of fuel and electricity
used at manufacturing facility exempt.

Maryland

Exempt

Md. Code Regs. tit. 3, §03. 06.
01. 10(A)

Massachusetts Exempt

Mass. Gen. Lawsch. 64H, §6(r)

Me. Rev. Stat. Ann. tit. 36,
§1760(9-D)

Michigan

Exempt

Minnesota

Exempt

Transportation, transmission, or distribution of certain fuels through pipes, lines,
tanks, or mains taxable.

Minn. Stat. §297A. 68(2)

Mississippi

Taxable

Reduced rate applies to electricity,
current, power, steam, coal, natural gas,
liquefied petroleum gas, or other fuel
sold to or used by a qualified technology
intensive enterprise. Fuel, electricity, and
natural gas used directly in manufacture
of motor vehicles exempt. Electricity
used directly in electrolysis process in
sodium chlorate production exempt.

Miss. Code. Ann. §27-65-101(1)

Missouri

Exempt

Electricity, gas, coal, corn and wood
used as fuel, fuel oil, diesel fuel, propane,
gasoline, coke, nuclear fuel, and butane
exempt if more than 50% of amount
purchased is used directly in processing,
manufacturing, or refining.

Mo. Rev. Stat. §144. 030(12)
Mo. Rev. Stat. §144. 054

Nebraska

Exempt

Neb. Rev. Stat. §77-2704. 13

Nevada

Taxable

Nev. Admin. Code §372. 370

New Jersey

Taxable

N. J. Admin. Code tit. 18,
§18:24-4. 3

New Mexico

Taxable

N. M. Admin. Code tit. 3, §3. 2.
204. 10
N. M. Stat. Ann. §7-9-46

New York

Exempt

North
Carolina

Exempt

Exempt from sales and use tax but subject to privilege tax at rate of 1% of sales
price (inapplicable to electricity or piped
natural gas).

N. C. Gen. Stat. §105-164. 4

North
Dakota

Taxable

Natural gas and fuels used for heating
purposes are exempt.

N. D. Cent. Code §57-39.
2-04(53)

Ohio

Exempt

Ohio Rev. Code Ann. §5739. 02

Oklahoma

Exempt

Okla. Admin. Code §710:6513-150. 1
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State

Utilities/
Fuel

Comments

Exempt if used predominantly and
directly in manufacturing or processing
operations.

Citation

Pennsylvania

Exempt

72P. S. §7201(k)(8)
61Pa. Code §32. 32
61Pa. Code §41. 5

RhodeIsland

Exempt

R. I. Gen. Laws §44-18-30(7)

South
Carolina

Exempt

S. C. Code Ann. §12-36-2120

South
Dakota

Taxable

S. D. Admin. Code 64:06:03:24

Tennessee

Taxable

Generally subject to tax at a reduced rate. Tenn. CodeAnn. §67-6-206
Certain specified exemptions apply.

Texas

Exempt

Gas and electricity directly used in
manufacturing exempt.

Utah

Exempt

Utah Code Ann. §59-12104(42)

Vermont

Exempt

Vt. Stat. Ann. tit. 32, §9741(34)

Virginia

Exempt

Va. Code. Ann. §58. 1-609. 3

Washington

Taxable

Wash. Admin. Code §458-20113

34Tex. Admin. Code §3. 300

West Virginia

Exempt

Gasoline and special fuels taxable.

W.Va. Code §11-15-9(b)(2)

Wisconsin

Exempt

Exemption effective beginning January
1, 2006.

Wis. Stat. §77. 54(2) and(30)
(a)(6)

Wyoming

Exempt

Wyo. Stat. Ann. §39-15-105(a)
(iii)(A)

Service Industries
There are over 2.4 million service establishments with more than 35 million employees in
the United States. Some of the most common services include lodging, auto repair, health
care, law, finance, insurance, accounting, transportation, IT, banking, and various personal
services.
Most state sales tax statutes are constructed to be all-inclusive with respect to sales of tangible personal property but specific with respect to taxable services (that is, the statute will
tax all sales of tangible personal property and certain enumerated services). As a consequence,
the default position for sales of tangible personal property is that, unless the taxpayer can
point to some specific exemption, the sale is taxable. However, when services are specifically
enumerated, the default is that a service, unless specifically identified as taxable, is exempt
from taxation. When there are enumerated services, the burden lies with the state to prove
that a particular service falls into one of its enumerated taxable services.
As previously stated, most states do not tax most services. Some key exceptions are Hawaii,
New Mexico, and South Dakota. The problem areas for tax administrators and taxpayers
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alike is not usually with the pure service provider but with the provision of mixed transactions that contain both a transfer of tangible personal property and a service element.
The reason most states attempt to tax mixed transactions is to prevent circumventing the
sales tax. For example, maintenance agreements, service agreements, warranties, and guarantees have had a varied history in most states. States would often exempt service agreements,
warranties, and guarantees if separately stated from the purchase of the tangible property to
which they relate. Some state administrators feared this could be a way to circumvent some
sales tax by allocating a higher portion of the purchase price to the service agreement than to
the underlying taxable property. Accordingly, many states tax the service agreements if they
are purchased as part of the original equipment, even if the respective amounts are separately
stated. Because sales tax can even be circumvented if the service agreement is bought after
the original sale, some states tax service agreements purchased at any time.
At one time, many service agreements were exempt if purchased from a party other than
the vendor of the underlying product; however, this was deemed inequitable. Accordingly,
many states now tax service agreements regardless of when and from whom they were
purchased.
Two other key issues related to the service agreement taxation issues are
1. where the agreements are taxed.
2. how the additional charges, such as for required repair parts, are taxed.
Generally, if a service agreement relates to property located within a state, the agreement
is taxed in the state where the property is located, regardless of where the agreement is being sold, because the agreement relates to, and is deemed part of, the property purchased.
Accordingly, be sure the appropriate jurisdiction’s sales or use tax is being remitted with
respect to service agreements.
The second issue is how any material or labor charged pursuant to the service agreement
is taxed.The initial consideration in analyzing this issue is whether the service agreement was
subject to tax. If the original service agreement was subject to tax, the parts used to fulfill that
agreement are usually not taxed. However, if the initial service agreement was not taxed, then
the parts used to fulfill that agreement will be taxable. Generally, the service provider will be
responsible for the use tax on the parts used to fulfill the contract.
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Exhibit 3-2: State of California State
Board of Equalization Sales and Use Tax
Regulation
Regulation 1540. ADVERTISING AGENCIES AND COMMERCIAL ARTISTS.

Reference: Sections 6006, 6010.3, 6010.30, and 6015, Revenue and Taxation Code
Preston v. State Board of Equalization (2001) 25 Cal. 4th 197, 105 Cal. Rptr. 2d 407.
(a) DEFINITIONS.

(1) ADVERTISING. Advertising is commercial communication utilizing one or more forms of communication (such as television, print, billboards, or the Internet) from or on behalf of an identified person
to an intended target audience.
(2) ADVERTISING AGENCIES. Advertising agencies design and implement advertising campaigns
for purposes of advertising the goods, services, or ideas of their clients. As part of that primary
function, advertising agencies provide their clients with services (such as consultation, consumer
research, media planning and placement, public relations, and other marketing activities), and may
also provide tangible personal property (such as print advertisements, finished art, and video and
audio productions).
(3) COMMERCIAL ARTISTS. Commercial artists, who may characterize themselves as commercial
artists, commercial photographers, or designers, provide services and tangible personal property
to their clients for use in their clients’ advertising campaigns, or for their clients’ other commercial
endeavors such as sales of copies of finished art (including, e.g., photographic images) provided by
a commercial artist. Services they provide to their clients include the creation and development of
ideas, concepts, looks, or messages. Electronic artwork they provide may be transferred through
remote telecommunications such as by modem or over the Internet, or by tangible means through
electronic media such as compact or floppy disc. Tangible personal property they provide may
include electronic media on which electronic artwork is transferred to the client, hard copies of the
electronic artwork, hard copies of finished art (which may consist of photographic images).
(4) CONTRACT OF SALE. An agreement to transfer tangible personal property for consideration is a
contract of sale. The client may, for example, issue a purchase order for the purchase of tangible
personal property. The contract of sale for that tangible personal property consists of the terms of
the purchase order together with the relevant terms of the master agreement (defined in subdivision
(a)(10)).
(5) DIGITAL PRE-PRESS INSTRUCTION. Digital pre-press instruction is the creation of original information in electronic form by combining more than one computer program into specific instructions or
information necessary to prepare and link files for electronic transmission for output to film, plate, or
direct to press, which is then transferred on electronic media such as tape or compact disc.
(6) ELECTRONIC ARTWORK. Electronic artwork is artwork created through the use of computer
hardware and software processes which results in artwork in a digital format that can be transmitted to others via electronic means (that is, transmitted through remote telecommunications such as
by modem or over the Internet, or by electronic media such as compact or floppy disc). Elements of
the process include the creation of original artwork or photographic images, scanning of artwork
or photographic images, composition and design of text, insertion and manipulation of scanned
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and original electronic artwork, photographic images, and text. Electronic artwork does not include
artwork that is transferred to clients in a tangible form, other than on electronic media, even where
such artwork may have been manufactured or produced in whole or in part by computer hardware
and software processes.
(7) FINISHED ART. Finished art is the final artwork used for actual reproduction by photomechanical
or other processes, or used for display. It includes electronic artwork, illustrations (e.g. drawings,
diagrams, halftones, or color images), photographic images, sculptures, paintings, and handlettering. Blueprints, diagrams, and instructions for signage furnished to a client as the result of environmental graphic design services are not finished art.
(8) HARD COPIES. An item is transferred on hard copy when it is transferred on any tangible personal
property other than in digital format on electronic media. For example, finished art transferred on
canvas or paper is transferred on hard copy while a transfer of finished art in digital format on compact or floppy disc is not regarded as a transfer on hard copy.
(9) INTERMEDIATE PRODUCTION AIDS. Intermediate production aids include items such as artwork,
illustrations, photograph images, photo engravings, and other similar materials which are used to
produce special printing aids or finished art.
(10) MASTER AGREEMENT. A master agreement is a contract, however characterized (such as
“agency-client agreement”), entered into between an advertising agency or commercial artist and
its client which specifies the obligations of each party to the master agreement with respect to
their relationship, whether for a specified time or advertising campaign or until one of the parties
terminates the agreement. A master agreement between an advertising agency and its client may
specify the obligations of each with respect to the design of an advertising campaign for the client,
the placement of the advertising with print and television media, and for the sale and purchase of
tangible personal property related to the advertising campaign. There may then be additional terms
for the purchase of specific tangible personal property during the advertising campaign, such as
in a purchase order, which identifies the specific property that will be purchased and sold and the
sales price for that property.
(11) PRELIMINARY ART. Preliminary art is tangible personal property which is prepared solely for the
purpose of demonstrating an idea or message for acceptance by the client before a contract is
entered into, or before approval is given, for preparation of finished art provided neither title to, nor
permanent possession of, such tangible personal property passes to the client. Examples of preliminary art include roughs, visualizations, layouts, comprehensives, and instant photos.
(12) SPECIAL PRINTING AIDS. Special printing aids are reusable manufacturing aids which are used
by a printer during the printing process and are of unique utility to a particular client. Special printing aids include electrotypes, stereotypes, photoengravings, silk screens, steel dies, cutting dies,
lithographic plates, film, single or multi color separation negatives, and flats.
(13) THIRD PARTIES. A reference in this regulation to a transfer to a client also includes a transfer to a
third party on the client’s behalf. For example, the discussion in subdivision (b)(2)(B) for transfers of
finished art by loading into the client’s computer also includes transfers of the finished art by loading it into a third party’s computer at the instruction of the client.
(b) APPLICATION OF TAX TO ACTIVITIES OF ADVERTISING AGENCIES AND COMMERCIAL
ARTISTS.

(1) SERVICES.
(A) General.
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1. Services performed to convey ideas, concepts, looks, or messages to a client may result in
a transfer, enhancement, or revision of either electronic artwork, hard copies of electronic
artwork, or copies of manually prepared artwork. If charges for such services are separately
stated as “design charges,” “preliminary art,” “concept development,” or any other designation that clearly indicates that the charges are for such services and not for finished art, they
are nontaxable; however, tax applies if: (a) the master agreement or other contract provides
that the advertising agency or commercial artist will pass to the client title or the right to permanent possession of the artwork in tangible form, such as on electronic media or hard copy,
or (b) permanent possession of the artwork in tangible form is transferred to the client. If the
master agreement provides that the client owns the concepts embodied in tangible personal
property that is owned and possessed by the advertising agency or commercial artist (e.g., so
that such concepts cannot be used on behalf of any other person), that contract provision does
not constitute the passage of title to tangible personal property to the client. A requirement
that an advertising agency or commercial artist retain permanent possession of the artwork in
tangible form does not itself constitute a sale of that property to the client in the absence of a
provision passing title to such property to the client.
2. Tangible personal property developed and used during services performed to convey ideas,
concepts, looks, or messages is consumed in the performance of those services. Unless, prior
to any use, the advertising agency or commercial artist passes title to such property to the
client as discussed in the previous paragraph, the advertising agency or commercial artist is
the consumer of such tangible personal property used and tax applies to the sale of property
to, or to the use of the property by, the advertising agency or commercial artist. If the advertising agency or commercial artist passes title to, or permanent possession of, such tangible
personal property to its client, tax applies to the sale of the tangible personal property by the
advertising agency or commercial artist to the client.
(B) Digital Pre-Press Instruction. Digital pre-press instruction is a custom computer program under
section 6010.9 of the Revenue and Taxation Code, the sale of which is not subject to tax, provided the digital pre- press instruction is prepared to the special order of the purchaser. Digital
pre-press instruction shall not, however, be regarded as a custom computer program if it is a
“canned” or prewritten computer program which is held or existing for general or repeated sale
or lease, even if the digital pre-press instruction was initially developed on a custom basis or for
in-house use. The sale of such canned or prewritten digital pre-press instruction in tangible form
is a sale of tangible personal property, the retail sale of which is subject to tax.
(C) Retouching Photographic Images. Retouching a photographic image for the purpose of repairing
or restoring the photograph to its original condition is a repair, the charge for which is not taxable.
(D) Signage. The creation and providing of single copies of blueprints, diagrams, and instructions
for signage as a result of environmental graphic design is a service the charge for which is not
taxable. Charges for additional copies are taxable.
(E) Websites. The design, editing, or hosting of an electronic website in which no tangible personal
property is transferred to the client is a service, the charge for which is not subject to tax.
(F) Specific Nontaxable Charges. The following and similar fees and commissions are not taxable
when they are separately stated. Whether separately stated or not, these fees and commissions
are not included in the calculation of “direct labor” for purposes of subdivision (b)(3).
1. Media commissions or fees received for placement of advertising whether paid by the medium,
by another advertising agency, or by the client.
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2. Commissions or fees paid to advertising agencies by suppliers. Examples of such commissions
are those paid to an advertising agency by a premium manufacturer (or distributor) or a directby-mail supplier.
3. Consultation and concept development fees related to client discussion, development of ideas,
and other services. If the advertising agency transfers to the client tangible personal property
produced as a result of these services, the transfer is incidental to the advertising agency’s
providing of the service and is not a sale of that tangible personal property; the advertising
agency is the consumer of tangible personal property transferred to the client incidental to the
providing of a service.
4. Fees for research or account planning that entail consumer research and the application of
that research to the client’s business or industry.
5. Fees for quality control supervision that entails the proofing and review of printing and other
products provided by outside suppliers.
6. Charges for the formulation and writing of copy.
(G) Example. A designer contracts to create and sell printed brochures to a law firm. The contract
separately states a charge for design, for art direction, for preliminary art, and for the printed
brochures. The designer’s design and art direction services culminate in the creation of preliminary art that the designer uses to show the designer’s concepts to the law firm. After the law firm
approves the concepts, the designer finalizes the design of the brochure and contracts with a
printer to print the brochures. The printer sells the printed brochures to the designer for resale,
and the designer resells the printed brochures to the law firm. The only tangible personal property that will be transferred to the law firm (or to anyone on behalf of the law firm) are the printed
brochures. The law firm will not obtain title to, or the right to possession of, any finished art or any
other tangible personal property. Tax does not apply to the designer’s separately stated charges
for design, art direction, and preliminary art. Tax applies to the designer’s separately stated
charge to the law firm for the printed brochures.
(2) FINISHED ART.
(A) Use of Aids in Creation of Finished Art. If the advertising agency or commercial artist uses
any intermediate production aids or special printing aids in the creation of the finished art, the
presumptions with respect to passage of title and the calculation of the measure of tax on the
sale of such aids by the advertising agency or commercial artist, is governed by the provisions of
Regulation 1541 applicable to special printing aids.
(B) Transfers of Electronic Artwork. A transfer of electronic artwork in tangible form is a sale.
However, a transfer of electronic artwork from an advertising agency or commercial artist to the
client or to a third party on the client’s behalf that is not in tangible form is not a sale of tangible
personal property, and the charges for the transfer are not subject to tax. A transfer of electronic
artwork is not in tangible form if the file containing the electronic artwork is transferred through
remote telecommunications (such as by modem or over the Internet), or if the file is loaded
into the client’s computer by the advertising agency or commercial artist, and the client does
not obtain title to or possession of any tangible personal property, such as electronic media or
hard copy. If the transfer is not a transfer in tangible form because it is loaded onto the client’s
computer, the advertising agency or commercial artist should document that transfer by a written
statement signed at the time of loading by the client and by the person who loaded the electronic
artwork into the client’s computer with the following or similar language: “This electronic artwork
was loaded into the computer of [client’s name] by [advertising agency’s or commercial artist’s name], and [advertising agency’s or commercial artist’s name] did not transfer any tangible
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personal property containing the artwork, such as electronic media or hard copies, to [client’s
name].” When such a statement is signed at the time the file is loaded, it will be rebuttably presumed that the transfer of electronic artwork was not transferred in tangible form. If there is no
such timely completed statement, the advertising agency or commercial artist may provide other
substantive evidence establishing that the artwork was not transferred in tangible form.
(C) Transfers of Finished Art in Tangible Form. The electronic or manual preparation of finished
art for use in reproduction or display is not a service. Unless the transfer is not in tangible form
as explained in subdivision (b)(2)(B), the transfer of finished art is a sale of tangible personal
property and tax applies to charges for that finished art, including all charges for any rights sold
with the finished art, such as copyrights or distribution and production rights, except as provided
in subdivision (b)(2)(D)2.
1. Combined Charge for Finished Art and Conceptual Services. If charges for finished art are
combined into a single charge that also includes nontaxable charges for conceptual services
described in subdivision (b)(1)(A), the advertising agency or commercial artist may report the
measure of tax on the retail sale of the finished art as specified in subdivision (b)(3), provided
that the reported measure of tax must also include the value of reproduction rights included
with the transfer except those that are not taxable as provided in subdivision (b)(2)(D)2.
2. Lump Sum Billing - 75/25 Presumption. If tax is not reported as provided in the previous paragraph, it will be rebuttably presumed that 75 percent of the combined charge for the finished
art and conceptual services is for the nontaxable services and that 25 percent of the combined
charge is the measure of tax on the retail sale of the finished art. However, if the sales price to
the advertising agency or commercial artist of the finished art (or component parts) and any
intermediate production aids or special printing aids sold to the client for that combined charge
is more than 25 percent of the combined charge to the client, the measure of tax is the sales
price of the tangible personal property to the advertising agency or commercial artist.
(D) Reproduction Rights Transferred With Finished Art.
1. Charges for the transfer of possession in tangible form to the client or to anyone else on the
client’s behalf of finished art for purposes of reproduction are included in the measure of tax
on that sale, including all charges for the right to use that property, even though there is no
transfer of title to the person reproducing the finished art, except as provided in subdivision
(b) 2)(D)2.
2. Any agreement evidenced by a writing (such as a contract, invoice, or purchase order) that
assigns or licenses a copyright interest in finished art for the purpose of reproducing and
selling other property subject to the copyright interest is a technology transfer agreement,
as explained further in Regulation 1507. Tax applies to amounts received for any tangible
personal property transferred as part of a technology transfer agreement. Notwithstanding
subdivision (b)(2)(C), tax does not apply to temporary transfers of computer storage media
containing finished art transferred as part of a technology transfer agreement. Tax does not
apply to amounts received for the assignment or licensing of a copyright interest as part of a
technology transfer agreement. The measure of tax on the sale of finished art transferred by an
advertising agency or commercial artist as part of a technology transfer agreement shall be:
a. The separately stated sales price if the finished art is permanently transferred, or the
separately stated lease price if the finished art is temporarily transferred; provided that the
separately stated price is reasonable;
b. Where there is no such separately stated price, the separate price at which the person
holding the copyright interest in the finished art has sold or leased that finished art or like
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finished art to an unrelated third party where: 1) the finished art was sold or leased without
also transferring an interest in the copyright; or 2) the finished art was sold or leased in another transaction at a stated price satisfying the requirements of subdivisions (b)(2)(D)2.a.; or
c. If there is no such separately stated price under subdivision (b)(2)(D)2.a., nor a separate
price under subdivision (b)(2)(D)2.b., 200 percent of the combined cost of materials and labor
used to produce or acquire the finished art. “Cost of materials” consists of the costs of those
materials used or incorporated into the finished art, or any tangible personal property transferred as part of the technology transfer agreement. “Labor” means any charges for labor
used to create such tangible personal property where the advertising agency or commercial
artist purchases such labor from a third party, or the work is performed by an employee of
the advertising agency or commercial artist.
(3) SALES OF OTHER TANGIBLE PERSONAL PROPERTY BY ADVERTISING AGENCY OR
COMMERCIAL ARTIST. Tax applies to the total charge for the retail sale of tangible personal
property by an advertising agency or commercial artist. If an advertising agency or commercial
artist combines charges for nontaxable services as defined in subdivision (b)(1)(F), such as media
placement, with charges for tangible personal property for which the advertising agency or commercial artist is the retailer, the measure of tax on that retail sale of property includes the total
of: direct labor; the cost of purchased items that become an ingredient or component part of the
tangible personal property; the cost of any intermediate production aids or special printing aids;
and a reasonable markup. Commissions, fees, and other charges exclusively related to the production or fabrication of tangible personal properly are part of direct labor and are thus included
in the measure of tax. Such charges include retouching of photographic images or other artwork
for reproduction, provided the retouching is intended to improve the quality of the reproduction.
An advertising agency or commercial artist must keep sufficient records to document the basis
for the reported measure of tax.
(4) ITEMS PURCHASED BY AN ADVERTISING AGENCY OR COMMERCIAL ARTIST. Except when
property is resold prior to any use, an advertising agency or commercial artist is the consumer of
tangible personal property used in the operation of its business. Tax applies to the sale of such
property to, or to the use of such property by, the advertising agency or commercial artist.
(c) SITUATIONS SPECIFIC TO ADVERTISING AGENCIES.

(1) ADVERTISING AGENCY ACTING AS AN AGENT FOR ITS CLIENT. An agent is one who represents
another, called the principal, in dealings with third persons. (Civil Code section 2295.) To the extent
that an advertising agency acts as the agent of its client when acquiring tangible personal property,
it is neither a purchaser of the property with respect to the supplier nor a seller of the property with
respect to its principal (that is, its client). Because of the unique relationship between advertising
agencies and their clients, unless an advertising agency elects non-agent status under subdivision
(c)(2)(A) or is otherwise the retailer of the property under subdivision (c)(2)(B) or (c)(2)(C), it is rebuttably presumed that the advertising agency acts as the agent of its client when acquiring tangible
personal property on its client’s behalf.
(A) A supplier of tangible personal property to an advertising agency is presumed to have made a
retail sale of that property unless the supplier takes a timely and valid resale certificate in good
faith from the advertising agency. Otherwise, the supplier has the burden of establishing that the
advertising agency elected non-agent status under subdivision (c)(2)(A) and resold the property
or that the advertising agency resold the property as the retailer under subdivision (c)(2)(B) or
(c) 2)(C).

120

Chapter 3: Specific Industry Discussions and Related Rules

(B) When an advertising agency is the agent of its client for the purchase of tangible personal
property under subdivision (c)(1), sales or use tax is due on the purchase price from the supplier
to the advertising agency. Tax does not apply to the charge made by an advertising agency to
its client for reimbursement, including tax reimbursement, for the amount charged by a supplier,
nor does tax apply to the advertising agency’s separately stated charges for its services directly
related to its acquisition of such tangible personal property (e.g., when the advertising agency
makes a separately itemized charge for reimbursement of the amount paid to the supplier of the
property, tax does not apply to a separately itemized “agency fee”). When the applicable tax is
use tax and the advertising agency does not pay that use tax to the supplier on the client’s behalf,
the advertising agency is liable for the use tax and must report and pay the use tax to the Board.
The advertising agency’s liability for that use tax is not extinguished unless the client has selfreported and paid the tax to the Board.
(C) An advertising agency may not issue a resale certificate when purchasing tangible personal
property as the agent of its client. An advertising agency who issues a resale certificate to a
supplier is presumed to be purchasing tangible personal property from that supplier on its own
behalf for resale and not to be acting as an agent of its client. However, the advertising agency
may provide evidence to prove that its issuance of the resale certificate was erroneous and that
the advertising agency was acting as an agent of its client, provided the advertising agency has
not treated the transaction as its own sale of tangible personal property to its client, collecting
tax or tax reimbursement from its client on that sale. If the resale certificate was issued in error,
the advertising agency is liable for use tax on the cost of tangible personal property purchased
under the certificate unless the advertising agency has already paid that tax to the supplier or to
the Board, or the client has self-reported and paid the tax to the Board.
(2) ADVERTISING AGENCY ACTING AS A RETAILER. An advertising agency that acts as a retailer of
tangible personal property may issue a resale certificate for such tangible personal property if the
property will be resold prior to any use. Absent an agreement that the property will be sold prior to
use, tax is due on the purchase price of tangible personal property that is used prior to being resold
to the client and, in addition, tax is also due on the sales price of the tangible personal property to
the client.
(A) Election of Non-Agent Status. An advertising agency may elect non-agent status with respect
to sales of tangible personal property to its client. This election must be supported by a specific
written statement in its master agreement with the client. Alternatively, a statement may be
included on an advertising agency’s job order or invoice to its client. Statements should include
the following or similar language: “(Advertising Agency’s name) will not be acting as an agent of
(client’s name) for purposes of this transaction.”
An advertising agency that elects non-agent status is a retailer with respect to tangible personal
property sold to its clients. The measure of tax on the advertising agency’s retail sale is the
separately stated charge for the tangible personal property. If there is no such separately stated
charge, the measure of tax is calculated as provided in subdivision (b).
(B) Items Produced or Fabricated by an Advertising Agency In-House. Advertising agencies are
retailers of tangible personal property they produce or fabricate, e.g., by their own employees.
Advertising agencies are not agents of their clients with respect to the acquisition of materials
incorporated into such items of tangible personal property they produce or fabricate, but instead
are the retailers of such property. The measure of tax on their retail sale of that property is the
separately stated charge for the property sold. If there is no such separately stated charge, the
measure of tax is calculated as provided in subdivision (b).

121

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

(C) Invoice to Client for More Than Cost of Tangible Personal Property to Advertising Agency. When
an advertising agency invoices its client for tangible personal property provided by the advertising agency without separately stating the amount paid to the supplier for that property, the
advertising agency is the retailer of the tangible personal property to its client. For example, when
the advertising agency invoices a single charge to its client for tangible personal property that includes the amount paid to the supplier for the tangible personal property together with a markup,
the advertising agency is the retailer of that tangible personal property and tax applies to that
separately stated charge. If the advertising agency makes a combined charge to its client that
includes the charge for the tangible personal property as well as the charge for any nontaxable
services or reproduction rights under subdivision (b), the advertising agency is the retailer of the
tangible personal property provided and the measure of tax on the sale of that tangible personal
property is calculated as provided in subdivision (b).
(d) TRANSFERS BY AN ARTIST AT A SOCIAL GATHERING.

The transfer of original drawings, sketches, illustrations, or paintings by an artist at a social gathering for
entertainment purposes is not a sale or use or purchase of tangible personal property, and the artist is
the consumer of any property so transferred, when all the following requirements are satisfied:
(1) Eighty percent or more of the drawings, sketches, illustrations, or paintings are delivered by the
artist to a person or persons other than the purchaser;
(2) Eighty percent or more of all of the drawings, sketches, illustrations, or paintings are received by a
person or persons, other than the purchaser, at no cost to the person or persons who become the
owner of the drawings, sketches, illustrations, or paintings;
(3) The charge for the drawings, sketches, illustrations, or paintings is based on a preset fee; and
(4) The preset fee charged for the drawings, sketches, illustrations, or paintings is contingent upon a
minimum number of at least three drawings, sketches, illustrations, or paintings to be produced by
the artist at the social gathering.
(e) CHARGES AND TRANSACTIONS GOVERNED BY OTHER REGULATIONS.

(1) AUDIO PRODUCTIONS. Tax applies to charges for an audio production obtained or furnished by an
advertising agency to its client as provided in Regulation 1527.
(2) PHOTOGRAPHY. Tax applies to charges for photography as provided in Regulation 1528 except
when the photographic image is furnished by a commercial artist as defined in subdivision (a)(3).
(3) PRINTED SALES MESSAGES. Qualifying sales of printed sales messages may qualify for exemption,
as explained in Regulation 1541.5.
(4) TYPOGRAPHY. Tax applies to charges for typography or composed type obtained from outside suppliers as provided in Regulation 1541.
(5) VIDEO OR FILM PRODUCTIONS. When a video or film production obtained or furnished by an advertising agency to its client constitutes qualified production services as defined in Regulation 1529, tax
applies to the charges for such qualified production services as provided in Regulation 1529.
History
Amended December 14, 1949.
Amended September 13, 1961. Amended June 20, 1967. Amended October 8, 1968.
Amended by renumbering November 3, 1971, effective December 3, 1971.
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Amended November 14, 1974, effective December 22, 1974. Rewrote regulation, added section on agency status of ad
agencies, detailed taxable status of specific services and expenses, changed taxable status of “copy writing,” and
defined “fee.”
Amended March 9, 1976, effective April 18, 1976. Defined when use of photographs is a product ingredient.
Amended June 22, 1983, effective October 6, 1983. In subsection (a)(2)(A) added last two sentences to second paragraph. In subsections (b)(1) and (b)(2), added cross reference to subsection (a)(2) and deleted former last sentence
of subsection (b)(2) relating to resale certificates.
Amended February 2, 1994, effective June 22, 1994. Added clarifying language to accommodate tax application to
preliminary art prepared on data processing equipment.
Amended January 5, 2000, effective April 23, 2000. Subdivision (a): In the title the word “Agency” changed to
“Agencies,” and phrase “as Agent of … Non Agent” deleted. Subdivision (a)(1): former language deleted and new
language “Advertising … nontaxable” added; also language of first un-numbered paragraph deleted and replaced
with phrase “Application … client.” Subdivision (a)(2) former title “Determination of Status” deleted and new title
“Specific Situations” added. Subdivision (a)(2)(A) former title “Items Acquired from Outside Sources” deleted
and new title “Electronic or Digital Artwork” added; also former language deleted and new language “Electronic
… text” added; language of former first un-numbered paragraph deleted and replaced with “A transfer … is
nontaxable;” and language of former second un-numbered paragraph deleted and replaced with “A transfer …
in subdivision (d)(2).” Subdivision (a)(2)(B) former title “Items Prepared by Agency” deleted and new title “Agency
Acting as an Agent for Its Client” added; also former language deleted and replaced with “As agent … its client;”
and two new un-numbered paragraphs added. New Subdivision (a)(3) titled “Advertising Agencies Acting as
Retailers” added. Subdivision (b) former title deleted and new title “Lump-Sum Sales of Tangible Personal Property”
added. Subdivision (b)(1) former language deleted and replaced with “An agency that … to a supplier;” also former
language of first un-numbered paragraph deleted and replaced with “On sales…nontaxable services;” and former
third and fourth un- numbered paragraphs deleted. Subdivision (b)(2) former title “Agency Acting as Agent” deleted
and new title “Taxable Selling Price” added; also former language deleted and replaced with “If advertising …
selling price;” and first un-numbered paragraph deleted. Subdivision (b)(3) former title “Services and Expenses –
When Nontaxable” deleted and new title “Specific Nontaxable Charges” added. also former language deleted and
replaced with “The following … in subdivision (b)(2)” added. New Subdivisions (b)(3)(A) through (b)(3)(G) added.
Subdivision (b)(4) former title “Specific Applications” deleted and new title “Taxable Charges for Agencies
Acting as Retailers” added; also new language “All other …not taxable” added. Former subdivisions (b)(4)(A) through
(b)(4)(L) deleted. New subdivision (b)(5) added. Subdivision (c) former language deleted; also replaced the language
of first un-numbered paragraph with “General. … ‘finished art;’” and new second un-numbered paragraph added.
Subdivision (d) former title “Items Purchased by Agency or by Artist or Designer” deleted and new title “Application
of Tax to Commercial Artists, Designers and Advertising Agencies” added; also former language deleted. New
Subdivisions (d)(1) to (d)(5) added. New Subdivision (e) added.
Amended May 29, 2002, effective October 3, 2002. Language of former regulation deleted and replaced in its entirety.

Regulations are issued by the State Board of Equalization to implement, interpret or make
specific provisions of the California Sales and Use Tax Law and to aid in the administration and
enforcement of that law. If you are in doubt about how the Sales and Use Tax Law applies to
your specific activity or transaction, you should write the nearest State Board of Equalization
office. Requests for advice regarding a specific activity or transaction should be in writing and
should fully describe the facts and circumstances of the activity or transaction.
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Examples of Service Industry Issues
There are various other commonly encountered service industries in which a number of
taxation issues arise, with often diverse treatment. Some of these industries are discussed
subsequently.

Advertising Agencies
Advertising agencies that prepare advertisements for newspapers, magazines, radio, television,
billboards, and fliers are generally deemed to perform a nontaxable service.They are typically
the consumers of materials used to prepare the advertisements, and they pay tax on those
materials. Items such as ink, artwork, paper, and brochures are taxed at the advertising agency
level. Some states provide that advertising agencies producing tangible personal property for
their clients, such as 100,000 advertising brochures, are acting as retailers and must charge
tax to their clients. Alternatively, they could be deemed to be operating as agents on behalf
of their clients and, therefore, would not have to charge them a sales tax but would pay use
tax on all articles used in producing the brochure.
When an agency relationship exists, the advertising agency would usually pay tax on all
materials used to produce brochures or other articles of tangible personal property that are
passed on to the client. As with most agency relationships, the advertising agency would be
deemed an arm of the customer, and the responsibilities, including the tax responsibilities of
each party, would generally be outlined in an agreement.
The advertising area should be investigated in detail in each state because of the varying
treatments of retailers, service industries, or agents. Although these rules may be complex,
following the general rule that all items must be taxed at one point or another, regardless of
the state rule, you should be able to determine whether a double tax is being paid, such as
use tax paid at the advertising agency level and sales tax on the same items at the consumer
level. The question is usually one of where the tax on tangible personal property should be
paid: at the advertising agency level or customer level.
The Federation of Tax Administrators publishes a freely available detailed spreadsheet summarizing the services taxed by each state; see www.taxadmin.org. For some of the controversy surrounding advertising artwork, see Southern Bell Telephone & Telegraph Co. v. Department
of Revenue, 366 So2d 30 (Fla. Dist. Ct. App. 1978), cert. denied, 368 So2d 1365 (Fla. 1979) (the
court attempts to distinguish different categories of artwork used in telephone directories,
specifically, stock, speculative, and finished art).
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Exhibit 3-3: State of California Board of
Equalization Sales and Use Tax Regulation
Regulation 1541. PRINTING AND RELATED ARTS.

Reference: Sections 6006-6012, Revenue and Taxation Code.
(a) DEFINITIONS.

(1) CLIP ART. Clip art is prepackaged art (including photographic images) which is not produced to the
special order of the customer and which is commercially available on CD ROM, other electronic
media, or by computer program for use in digital page layout. Images that are enlarged, reduced, or
rotated are not considered “produced to the special order of the customer.”
(2) COLOR SEPARATOR. A color separator is a person who engages in the process of color separation.
The process of color separation divides a full color photographic image into four separate components, corresponding to the four primary colors used in process color printing. The color separator
may accomplish this photographically or electronically, and the products of this process may be
either a negative or positive film separation or a separated printing plate.
(3) COLOR SEPARATION WORKING PRODUCTS. Color separation working products consist of property
such as photographic film for making transparencies, masks, internegatives, interpositives, halftone
negatives, composite color separation negatives, goldenrod paper and mylar plastic used in making
flats, tape used in stripping negatives into flats, developing chemicals which become a component
part of negatives and positives, proofing material and ink used in making final proofs, progressive
proofs, and similar items, which are similar in function to special printing aids as defined in subdivision (a)(12).
(4) DIGITAL PRE-PRESS INSTRUCTION. Digital pre-press instruction is the creation of original information in electronic form by combining more than one computer program into specific instructions or
information necessary to prepare and link files for electronic transmission for output to film, plate, or
direct to press, which is then transferred on electronic media such as tape or compact disc.
(5) FINISHED ART. Finished art is the final artwork used for actual reproduction by photomechanical or
other processes, or used for display. It includes electronic artwork, illustrations (e.g. drawings, diagrams, halftones, or color images), photographic images, sculptures, paintings, and handlettering.
(6) INTERMEDIATE PRODUCTION AIDS. Intermediate production aids include items such as artwork,
illustrations, photographic images, photo engravings, and other similar materials which are used to
produce special printing aids or finished art.
(7) MECHANICAL OR PASTE-UP. A mechanical or paste-up (also called camera-ready art or cameraready copy) is produced by preparing copy to make it camera-ready with all type and design elements, and then pasting the prepared copy on artboard or illustration board in exact position along
with instructions, either in the margins or on an overlay, for the platemaker.
(8) PRINT BROKER. A print broker is a person who contracts to sell printed matter, but who does not
actually engage in the printing process to produce the printed matter to be sold, instead purchasing
the printed matter from a printer or from another print broker for resale to the print broker’s customer. A person who sells printed matter for which that person did not engage in the printing process is
acting as a print broker even if that person engages in the print process for other contracts.
(9) PRINTER. A printer is a person engaged in the printing process.
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(10) PRINTING PROCESS. The printing process involves activities related to the production of printed
matter such as letterpress, flexography, gravure, offset lithography, reprography, screen printing,
steel-die engraving, thermography, laser printing, inkjet printing, and photocopying.
(11) REPRODUCTION PROOF. A reproduction proof is used exclusively for reproduction. It consists of
either a direct impression of composed type forms containing type matter only or type matter combined with clip art, or a copy of that direct impression made by any method, including the diffusion
transfer method.
(12) SPECIAL PRINTING AIDS. Special printing aids are reusable manufacturing aids which are used
by a printer during the printing process and are of unique utility to a particular customer. Special
printing aids include electrotypes, stereotypes, photoengravings, silk screens, steel dies, cutting
dies, lithographic plates, film, single color or multicolor separation negatives, and flats. For purposes
of this regulation, special printing aids includes items defined by subdivision (a)(6) as intermediate
production aids.
(b) APPLICATION OF TAX.

(1) SALES BY PRINTERS. The production of printed matter for a consumer is a sale of tangible personal
property whether the materials incorporated into the printed matter are furnished by the consumer
or the printer. Unless that sale is exempt from tax, tax applies to the total gross receipts or sales
price of the sale with no deduction on account of: the cost of the raw materials or other components; labor or service costs of any step in the process of producing, fabricating, processing, printing, or imprinting the tangible personal property; or any other expenses or services that are a part
of the sale. Services that are a part of the sale of tangible personal property to consumers include
charges for overtime, set-up, die cutting, embossing, folding (except as provided in subdivision (h)),
and other binding operations. Printers may not deduct from the gross receipts or sales price from
their sales of printed matter charges related to their typography work or the cost of typography or
typesetting to them, nor can they deduct the costs of special printing aids for which they are consumers under subdivision (c)(1)(A), whether or not a separate charge is made to the customer for
the special printing aids. Receipts attributable to such costs are includable in the measure of tax.
Tax applies to a printer’s sale of special printing aids as provided in subdivision (c).
(2) PURCHASES BY PRINTERS. Printers are consumers of tangible personal property which is not sold
prior to use or physically incorporated into the article to be sold. Tax applies to the sale of such
property to, or to the use of the property by, a printer and also to any sale subsequent to its use by
the printer. Property ordinarily consumed by a printer includes machinery (e.g., printing presses,
cameras, digital pre-press equipment, and plate makers), office equipment, and printing aids.
Printers, however, may purchase special printing aids for resale as explained in subdivision (c).
(c) SPECIAL PRINTING AIDS.

In recognition of the unique utility that special printing aids have to the production of printed matter, the
practices of the industry, and the need to avoid burdening businesses with unnecessary paperwork, the
presumptions and rules set forth in this subdivision apply to a printer’s purchase and sale of special printing aids used to produce printed matter sold by the printer.
(1) PRINTER’S PURCHASE OF SPECIAL PRINTING AIDS.
(A) When a printer who uses special printing aids to produce printed matter does not wish to sell
those special printing aids in connection with the printer’s sale of the printed matter so produced,
the printer shall include the following or substantially similar statement in the contract or the
sales invoice: “Special printing aids are not being sold to the customer as part of the sale of the
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printed matter, and the selling price of the printed matter does not include the transfer of title to
the special printing aids.” When this statement, or a substantially similar statement, is included
in the contract or sales invoice, the printer retains title to the special printing aids and is the consumer thereof, without regard to whether the printer separately itemizes a charge for the special
printing aids. Accordingly, the printer may not issue a resale certificate to purchase such special
printing aids for resale, and tax applies to the cost to the printer of those special printing aids.
(B) Unless the printer includes a statement in the contract or sales invoice retaining title to the
special printing aids, as described in subdivision (c)(1)(A), it shall be irrebuttably presumed that
the printer resold to the customer the special printing aids purchased or produced by the printer
for use on the customer’s job, prior to any use, along with the printed matter produced with the
special printing aids, without regard to whether the printer separately itemizes a charge for the
special printing aids. Accordingly, unless the printer includes a statement in the contract or sales
invoice retaining title, the printer may issue a resale certificate when purchasing such special
printing aids or their components. If the vendor of the special printing aids to the printer does not
take a valid and timely resale certificate from the printer stating that the special printing aids are
for resale, the vendor has the burden of showing that the printer actually resold the special printing aids prior to use as provided in this subdivision.
(2) PRINTER’S SALE OF SPECIAL PRINTING AIDS. When the printer is regarded as purchasing the
special printing aids for resale under subdivision (c)(1)(B), the following rules apply to determine
the application of tax to the printer’s sale of those special printing aids along with the printed matter
produced with the special printing aids.
(A) Retail Sales of Special Printing Aids.
1. Sales to the United States Government. When a printer makes a retail sale of special printing aids along with the printed matter produced with those special printing aids to the United
States Government, the sale of the printed matter and the special printing aids to the United
States Government is exempt from tax as provided in Regulation 1614.
2. With nontaxable sale of printed matter. When a printer makes a retail sale of special printing aids to anyone other than the United States Government along with a nontaxable sale of
printed matter (such as an exempt sale in interstate commerce, an exempt sale of qualifying
newspapers, periodicals, or printed sales messages, or a nontaxable sale for resale), the
printer’s sale of the special printing aids is subject to sales tax. The printer’s taxable gross
receipts or sales price from the sale of the special printing aids is deemed to be the sale price
of the special printing aids, or their components, to the printer without regard to whether the
printer separately states a charge for the special printing aids or, if the printer does so, without
regard to the amount of that separately stated charge, and tax is due measured by that sale
price. If the printer has paid California sales tax reimbursement or use tax on the sale price of
the special printing aids or their components to the printer, no additional tax is due.
3. With taxable sale of printed matter. When a printer makes a retail sale of special printing aids
along with the taxable retail sale of printed matter, tax applies to the entire charge for the
printed matter and special printing aids, without regard to whether the charge for the special
printing aids is separately stated. If the printer does not make a separate charge for the special
printing aids, the charge for the printed matter is deemed to include the taxable charge for the
special printing aids, and no further tax is due on account of the sale of those special printing
aids.
(B) Nontaxable Sales of Special Printing Aids for Resale. A person purchasing printed matter for
resale may also purchase the special printing aids used to produce the printed matter for resale
if that person will, in fact, resell the special printing aids prior to any use. A printer will not be
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regarded as selling special printing aids for resale unless: 1) the printer separately states the sale
price of the special printing aids in an amount not less than the sale price of the special printing aids, or their components, to the printer; and 2) the printer accepts a timely and valid resale
certificate in good faith from the printer’s customer stating that the special printing aids are
purchased for resale. The term “special printing aids” on a resale certificate shall be sufficient
to cover all special printing aids as defined in subdivision (a)(12), and a printer accepting such
a resale certificate in good faith will be regarded as selling the special printing aids for resale
provided the printer includes the required separately stated price for them. Otherwise, the printer
will be regarded as selling the special printing aids at retail, and will owe tax on that retail sale
accordingly. A printer might sell special printing aids for resale along with printed matter under
circumstances where the sale of the printed matter is for resale and also qualifies for exemption,
such as a sale in interstate commerce where the purchaser will then resell the printed matter
prior to use. However, since a purchaser of special printing aids from a printer would not be
regarded as purchasing them for resale unless reselling them as part of the sale of the printed
matter produced with those special printing aids, a printer claiming its sale of special printing
aids is for resale should take a resale certificate for its sale of the printed matter as well, even if
the sale of that printed matter would also qualify for exemption.
1. Sales of printed matter to multiple purchasers. A person is not purchasing special printing aids
for resale when title to the special printing aids does not pass to that person’s customer prior
to any use. If that person’s customer does not obtain the right to exercise dominion and control
over the special printing aids, the person will not be selling the special printing aids to its customer and cannot purchase the special printing aids for resale. A person does not purchase
special printing aids for resale when the printed matter produced with those special printing
aids is sold to several purchasers. For example, a person purchasing newspapers for individual
sale cannot purchase special printing aids for resale because the individual purchasers of
the newspaper are not also purchasing the special printing aids. A person purchasing posters
for sale to the general public is not purchasing special printing aids for resale to the general
public. A person purchasing printed cartons to pack items for individual sale is not purchasing
the special printing aids used to produce the cartons for resale to the ultimate purchasers of
the contents of the carton. In addition to the fact that the multiple purchasers in each of these
cases could not at any time be regarded as purchasing the special printing aids, the retail purchaser of the end product is not known at the time the special printing aids are used, meaning
that the special printing aids could not in any event be resold to those purchasers prior to use.
2. Existing obligation to resell special printing aids. A person cannot purchase special printing
aids for resale when that person does not have an existing obligation to resell those particular
special printing aids since, if the purchaser does not have such an existing obligation to resell
the special printing aids, the printer will use them on the purchaser’s behalf before they could
be resold by the purchaser. An existing obligation may be represented by a purchase order,
invoice, or other existing agreement, whether oral or in writing. If the existing obligation is an
oral agreement, the person purchasing the special printing aids for resale must have some
means to establish that the agreement was in existence no later than the time the special printing aids were used in the printing process.
(C) Split Sales. A printer may use special printing aids to produce printed matter where a portion
of the sale is taxable and a portion of the sale is not taxable, such as the sale of printed sales
messages some of which are delivered as required for exemption by Regulation 1541.5 and some
of which are delivered directly to the purchaser. If a printer makes a sale of printed matter where
a portion of the sale is taxable and a portion is not taxable along with a retail sale of the special
printing aids used to produce that printed matter, tax is due on the full sale price of the special
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printing aids. If the printer separately states a charge for the special printing aids in an amount
not less than the sale price of the special printing aids or their components to the printer, tax
applies to that separate charge. In the absence of such a separate charge, the taxable portion
of the sale of printed matter will be regarded as including the sale of the special printing aids
provided that the measure of tax on that sale is at least equal to the sale price of the special printing aids or their components to the printer. If so, no further tax is due for the printer’s sale of the
special printing aids. If the measure of tax on the sale of the printed matter is less than the sale
price of the special printing aids or their components to the printer, then the printer owes tax on
the difference.
(3) PURCHASES AND SALES OF SPECIAL PRINTING AIDS BY PRINT BROKERS.
(A) Print Broker’s Purchase of Special Printing Aids for Resale. A person who purchases special
printing aids for resale with printed matter but who will not itself use those special printing aids in
the printing process is a print broker for that purchase and resale. A print broker who will acquire
title to special printing aids from a printer or other print broker will be irrebuttably presumed to
have resold the special printing aids to the customer, prior to any use, along with the printed matter produced with the special printing aids provided the print broker has, at the time of acquisition
of the special printing aids, an existing obligation with a customer for the sale of printed matter
and the print broker does not include a statement in the contract or sales invoice retaining title to
the special printing aids, as described in subdivision (c)(1)(A). Accordingly, unless the print broker
includes a statement in the contract or sales invoice retaining title, the print broker may purchase such special printing aids for resale pursuant to its existing obligation and issue a resale
certificate for both the special printing aids and the printed matter. However, without regard to
the taking of a resale certificate, a printer or print broker is regarded as making a retail sale of the
special printing aids, and not a sale for resale, unless the printer or print broker separately states
the charge for those special printing aids, which charge cannot be less than the sale price of
such printing aids, or their components, to the printer.
(B) Print Broker Issuing Resale Certificate. A print broker who issues a resale certificate for the
purchase of special printing aids is liable for tax on the print broker’s sale price of the special
printing aids, even if the print broker’s sale of the printed material produced with the special
printing aids is not subject to tax (such as an exempt sale in interstate commerce, an exempt
sale of qualifying newspapers, periodicals, or printed sales messages, or a nontaxable sale for
resale), unless the print broker sells the special printing aids to the United States Government or
to another print broker who issues a timely and valid resale certificate in good faith as provided in
this subdivision (c).
(C) Print Broker’s Retail Sales of Special Printing Aids.
1. Sales to the United States Government. When a print broker who purchases special printing
aids under a resale certificate sells those special printing aids along with the printed matter
produced with those special printing aids to the United States Government, the sale of the special printing aids to the United States Government is exempt from tax as provided in Regulation
1614.
2. With nontaxable sale of printed matter. When a print broker who purchases special printing
aids under a resale certificate makes a retail sale of special printing aids to anyone other than
the United States Government along with a sale of printed matter that is not taxable (such as
an exempt sale in interstate commerce, an exempt sale of qualifying newspapers, periodicals,
or printed sales messages, or a nontaxable sale for resale), that sale of the special printing
aids is subject to tax. If the print broker separately states a charge for the special printing aids
that is not less than the printer’s separately stated sale price for the special printing aids to the
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print broker, then tax applies to that separately stated sale price. Otherwise, tax applies to the
the print broker’s sale of the special printing aids measured by the printer’s separately stated
sale price to the print broker.
3. With taxable sale of printed matter. When a print broker who purchases special printing aids
under a resale certificate makes a retail sale of those special printing aids along with the
taxable retail sale of printed matter, tax applies to the entire charge for the printed matter
and special printing aids, without regard to whether the charge for the special printing aids is
separately stated. If the print broker does not make a separate charge for the special printing
aids, the charge for the printed matter is deemed to include the taxable charge for the special
printing aids, and no further tax is due on account of those special printing aids.
4. Split Sales. A print broker may sell special printing aids to produce printed matter the sale of
which is partially exempt and partially subject to tax, such as the sale of printed sales messages some of which are delivered as required for exemption by Regulation 1541.5 and some
of which are delivered directly to the purchaser. If a print broker makes a sale of printed matter
where a portion of the sale is taxable and a portion is not taxable along with a retail sale of
the special printing aids used to produce that printed matter, tax is due on the full sale price of
the special printing aids. If the print broker separately states a charge for the special printing
aids in an amount not less than the printer’s separately stated sale price of the special printing
aids to the print broker, tax applies to that separate charge. In the absence of such a separate
charge, the taxable portion of the sale of printed matter will be regarded as including the sale
of the special printing aids provided that the measure of tax on that sale is at least equal to the
printer’s separately stated sale price of the special printing aids to the print broker; if so, no
further tax is due for the print broker’s sale of the special printing aids, but if the measure of
tax on the sale of the printed matter is less than the printer’s separately stated sale price of the
special printing aids to the print broker, then the print broker owes tax on the difference.
(d) CONCEPTUAL SERVICES.

(1) When the printer makes a lump sum charge for a taxable sale of printed matter, the full lump sum
charge is subject to tax with no deduction on account of any conceptual or other services performed to produce that printed matter. When the printer itemizes its charges for a taxable sale of
printed matter, tax applies to the printer’s entire charge except as provided below.
(2) As part of its contract to produce and sell printed matter, a printer may also agree to acquire finished art for use in producing the printed matter, and the acquisition of that finished art may involve
the providing of services to convey ideas, concepts, looks, or messages to a printer’s customer
which result in a transfer, enhancement, or revision of either electronic artwork, hard copies of
electronic artwork, or copies of manually prepared artwork. If the printer states a separate charge
for such services which are itemized as “design charges,” “preliminary art,” “concept development,” or any other designation that clearly indicates that the charges are for such services and not
for finished art, they are nontaxable unless the contract of sale provides that the printer will pass
to its customer title or the right to permanent possession of the artwork in tangible form, such as on
electronic media or hard copy, or permanent possession of the artwork in tangible form is, in fact,
transferred to the client. The remainder of the printer’s charge is subject to tax.
(3) If a printer separately itemizes charges for finished art that also include charges for conceptual services described in subdivision (d)(2), it will be rebuttably presumed that 75 percent of the
combined charge for the finished art and conceptual services is for the nontaxable services. If,
however, the printer acquires the finished art and conceptual services from a commercial artist
(rather than producing the finished art itself) and the commercial artist itemizes a separate charge
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for conceptual services that is less than 75 percent of the commercial artist’s combined charge
for conceptual services and finished art, that lesser percentage shall be applied to the printer’s
combined charge for final art and conceptual services to determine the total nontaxable charges
for conceptual services. Tax applies to the remaining portion of the combined charge for final art
and conceptual services unless: 1) the printer passes title to the final art to its customer; and 2) that
transfer qualifies a technology transfer agreement under subdivision (b)(2)(D)2 of Regulation 1540, in
which case tax applies to the charge for finished art in accordance with that provision. A separately
itemized charge for special printing aids is not a separately itemized charge for finished art and
conceptual services, and no portion of that charge is excluded from tax as a charge for nontaxable
conceptual services.
(e) COLOR SEPARATORS.

The application of tax to printers as explained in this regulation also applies to color separators. Color
separators are consumers and not retailers of tangible personal property which is not sold prior to use
or physically incorporated into the article to be sold. Tax applies to the sale of such property to, or to the
use of such property by, the color separator. Examples of such property include filters and screens, trial
proofing materials, disposable lithographic plates, and developing chemicals which do not become incorporated into the article sold. Color separator working products are special printing aids for purposes
of this regulation, and the provisions of subdivision (c) apply to their purchase and sale. Color separators,
and persons such as printers when acting as color separators, may purchase color separator working
products for resale when title to such property passes to the customer prior to use by the color separator
as described in subdivision (c). The term “color separator working products” or “special printing aids”
on a resale certificate shall be sufficient to cover all such products.
Charges for alterations of film work for $100 or less shall be considered charges for restoring property to
its original condition and not subject to tax. Charges greater than $100 shall be considered charges for
fabrication labor and subject to tax.
(f) COMPOSED TYPE.

(1) IN GENERAL. Tax does not apply to the fabrication or transfer by a typographer or typesetter of
composed type, or reproduction proofs of such composed type to printers to use in the preparation
of printed matter. The composition of type is the performance of a service, and tax does not apply
to charges for such service, unless that service is a part of the sale of printed matter. Tax applies to
the gross receipts from the sale of printed matter without any deduction for the charge for typography. Tax applies to charges for transfers of composed type combined with artwork as provided in
subdivision (f)(3).
Typographers and typesetters are the consumers and not retailers of materials, such as typesetting
machinery, metal forms, galleys, proofing paper, and cleaners which are used in the performance of
their service and are consumers of materials transferred to their customers incidental to the performance of nontaxable typography or typesetting services, such as clip art that is combined with text
on the same page.
Composed type includes type together with lined borders and plain, straight, fancy, or curved lines.
Composed type also includes charts, tables, graphs, and similar methods of providing information.
(2) PHOTOCOMPOSITION (INCLUDING PHOTOTYPESETTING AND COMPUTER TYPESETTING). Tax
does not apply to the composing of type regardless of whether the type is composed by means
of such simplified methods as standard typewriter, desktop publishing, Varityper or Justowriter;
by means of photolettering or headlining machines; or by means of a photocomposition (including computer photocomposition) method. Tax does not apply to the transfer, whether temporary
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or permanent, of the direct product of the type composition service or copy thereof (e.g., typeset
matter direct from the typesetting machine ready to be cut and pasted up for reproduction or computer generated type), if that product contains text only or text combined with clip art, whether that
product is a paper or film (negative or positive) product, provided the product or copy is to be used
exclusively for reproduction.
The transfer of camera-ready copy containing text only or text and clip art in the form of a paste-up,
mechanical, or assembly, or a camera-ready reproduction of such, is the transfer of composed type
and the charge made by the typographer or typesetter to his or her customer is not subject to tax.
Tax does not apply to the transfer of a direct photoreproduction of type composed by means of a
photolettering or headlining machine or other similar device.
Camera-ready copy which is produced through the use of desktop publishing software and a personal computer is nontaxable composed type provided it does not contain artwork other than clip
art.
Transfers of plates and mats for use in the printing process which are produced using composed
type are subject to tax, and tax applies to the entire charge made to the customer including any
portion of the charge attributable to the type composition service, whether that charge is separately
stated or not. Transfers of engraved printing plates and duplicate plates such as electrotypes, plastic plates, rubber plates, and other plates used in letterpress printing are subject to tax. Similarly,
transfers of exposed presensitized, wipe-on, deep-etch, bi-metal and other plates used in offset
lithography or of exposed plates produced by a photo-direct method, do not qualify as transfers of
reproduction proofs of composed type and are subject to tax. A transfer of gelatin coated film to be
transferred to fine mesh silk in the silk-screening process is subject to tax.
(3) ARTWORK. Artwork, other than clip art combined with composed type on the same page, is not
composed type. The term “artwork” includes illustrations (e.g., drawings, diagrams, halftones,
or color images), photographic images, drawings, paintings, handlettering, and computer generated artwork. If the basis for billing is on a per page basis, the charge for any page with artwork is
subject to sales tax and the charge for any page with only text, or text and clip art, is not subject to
tax. If the basis for billing is lump sum, the ratio of pages containing artwork to the total number of
pages, applied to the lump sum charge, represents the retail sale price of the artwork and is subject
to tax, but in no event shall the retail sale price of the artwork be less than the sale price of the
artwork, or its components, to the typographer.
However, if ten percent or fewer of the pages contain artwork, the true object of the sale shall be
deemed to be a sale of typography services with an incidental transfer of artwork, and the typographer is the consumer of that artwork. Tax applies to the sale price of the artwork, or its components,
to the typographer. Tax does not apply to the sale of the typography service as explained in subdivision (f)(1).
(4) REPRODUCTION RIGHTS. Notwithstanding subdivision (f)(3), if the transfer of artwork qualifies as
a technology transfer agreement under subdivision (b)(2)(D)2. of Regulation 1540, tax applies to the
transfer of the artwork in accordance with that provision.
(g) DIGITAL PRE-PRESS INSTRUCTION.

Digital pre-press instruction is a custom computer program under section 6010.9 of the Revenue and
Taxation Code, the sale of which is not subject to tax, provided the digital pre-press instruction is prepared to the special order of the purchaser. Digital pre-press instruction shall not, however, be regarded
as a custom computer program if it is a “canned” or prewritten computer program which is held or existing for general or repeated sale or lease, even if the digital pre-press instruction was initially developed
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on a custom basis or for in-house use. The sale of such canned or prewritten digital pre-press instruction
in tangible form is a sale of tangible personal property, the retail sale of which is subject to tax.
(h) MAILING.

Tax does not apply to charges for postage or for addressing for the purpose of mailing (by hand or by
mechanical means), folding for the purpose of mailing, enclosing, sealing, preparing for mailing, or mailing letters or other printed matters, provided such charges are stated separately on invoices and in the
accounting records. Tax applies, however, to charges for envelopes.
(i) SIGNS, SHOW CARDS, AND POSTERS.

Tax applies to retail sales of signs, show cards, and posters, and to charges for painting signs, show
cards, and posters, whether the materials are furnished by the painter or by the customer.
Tax does not apply to charges for painting or lettering on real property. The painter or letterer is the consumer of the materials used in such work, and tax applies with respect to the sale of such property to, or
the use of such property by, the painter or letterer.
History:
Effective July 1. 1939.
Adopted as of January 1, 1945, as a restatement of previous rulings. Amended June 10, 1959.
Amended September 2, 1965, applicable as amended August 1, 1965. Amended June 20, 1967.
Amended October 8, 1968.
Amended by renumbering November 3, 1971, effective December 3, 1971. Amended December 14, 1972, effective
January 21, 1973
Amended November 29, 1988, effective February 10, 1989. Amended subdivision (f)(2) to provide that copies of reproduction proofs are excluded from the definition of “sale” and “purchase”.
Amended September 1, 1999, effective December 3, 1999. Subdivision (a) re-titled “Definitions” and the content,
specifying the application of tax to various obsolete processes, deleted; also, language inserted to define certain
terms current in the industry and used throughout the regulation. Subdivision (b) re-titled “Application of Tax” and
the current language deleted; new subdivisions (b)(1) and (b)(2) added. Subdivision (c) re-titled “Special Printing
Aids,” and the current language deleted; new subdivisions (c)(1), (c)(2), (c)(3), (c)(4) and (c)(5) added. Subdivision
(d), re-titled “Color Separators”; references to new subdivisions (b) and (c) added; also added examples of
property consumed by color separators; in unnumbered paragraph provides examples of items printers and color
separators can purchase for resale and cross-references to subdivisions (a)(1) and (c) added. Subdivision (e)
renamed “Composed Type”, old title deleted. Subdivision (e)(1) re-titled “In General” and its wording deleted; new
language added to specify that tax does not apply to the fabrication or transfer by a typesetter or typographer of
composed type, etc., to printers to use in the preparation of printed matter, and that typographers and typesetters
are the consumers of the materials they use in preparing their products; also charts, graphs, tables, and similar
methods of providing information are included in the definition of “composed type.” Subdivision (e)(2) re-titled
“Photocomposition” and the prior wording deleted. New language added to specify that tax does not apply to
transfers of text only or text combined with clipart whether the product is on paper, film or camera-ready copy;
however, the transfer of plates or mats for use in the printing process are taxable. Subdivision (e)(3) renamed
“Artwork” and the previous language deleted; new language added to clarify that artwork, other than clip art, is not
composed type and its transfer is subject to tax, to list examples of artwork, and to specify what is included in the
entire charge for transfers of artwork. Subdivision (e)(4) deleted. Subdivision (f) heading and former subdivisions
discussing obsolete typesetting methods deleted and renamed “Transfers of Information on Computer Disk or Other
Electronic Media. Subdivision (g) heading and former content regarding obsolete uses of impressed mats deleted
and re-titled “Mailing.” New language added to specify that separately stated charges for postage, addressing
or activities undertaken in the process of preparing for mailing are not subject to tax. Subdivision (h) heading
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“DUPLICATION BY TYPEWRITERS” and content deleted. Subdivision (i) deleted with heading and content absorbed
by subdivision (h).
Amended May 29, 2002, effective October 3, 2002. Subdivision (a)- current subdivisions (1)-(5) deleted. Subdivision (a)
(1)- language of former subdivision (a)(5) moved to here and amplified. Subdivisions (a)(2), (3), (4), (5), (6), (8,) and
(9) added. Subdivision (a)(7)- language of former subdivision (a)(4) moved to here and amplified. Subdivision (a)
(10)- language of former subdivision (a)(2) moved to here and amplified. Subdivision (a)(11) - language of former
subdivision (a)(3) moved to here and amplified. Subdivision (a)(12)- language of current subdivision (a)(1) moved
to here and amplified. Subdivision (b)(1)- first sentence deleted and phrase “The measure of tax is” deleted in
second sentence; new first sentence added and language “Unless… to” added to beginning of second sentence;
designations (a), (b), and (c) deleted; cross-reference to “(g) below)” changed to (h); word “of’ deleted from fourth
sentence and phrases “”or sales price from” and,”, nor… aids” added. Subdivision (b)(2)- language “, or… by,”
added to second sentence; word “the” changed to “a”; phrase “Such… to” deleted and phrase “Property…
includes” added; word “electronic” replaced with “digital”; and word “and” added. Subdivision (c)- language of
former subdivision deleted in its entirety; new language added. Subdivision (d) added. Former subdivision (d) redesignated (e) accordingly; cross reference to former subdivision (b) & (c) changed to “this regulation;” phrase “,
or… by,” added to third sentence; phrase “, but… to,” deleted from fourth sentence; new fifth sentence added; in
sixth sentence, phrase “, and persons such as printers when acting as color separators,” added and “or printers”
deleted and language “property… as” deleted;” phrase “or “special printing aids”” added to last sentence. Former
subdivision (e) re-designated (f). Subdivision (f)(1)- cross-reference changed to reflect new subdivision designation. Subdivision (f)(3)-phrase “, but is not limited to,” deleted; word “photographs” changed to “photographic images”; words “the charge for” added twice to third sentence; word “selling” changed to “sale” twice in the fourth
sentence. Unnumbered paragraph- language “the… less” and “the” deleted from first sentence and language “ten
percent or fewer of the pages contain artwork” and “with an incidental transfer of artwork,” and “that” added;
“selling” changed tp “sale” in second sentence; cross reference in second sentence changed. New subdivision
(c)(4) added. Former subdivision (f) re-designated (g), and re-titled “DIGITAL PRE-PRESS INSTRUCTION;” first
two sentences deleted; phrases “Digital pre-press instruction is” and “the sale of which’.” and “, provided” and
“purchaser” added to third sentence and language “as defined”, “and” and “if” and “electronic or” and “customer” deleted; phrases “The electronic or d” and “electronic or” deleted from fourth sentence and word “digital”
capitalized; new sentence added. Former subdivision (g) re-designated (h) former subdivision (h) re-designated (I);
the phrase “, or… letterer” added and the word “him” deleted.

Regulations are issued by the State Board of Equalization to implement, interpret or make
specific provisions of the California Sales and Use Tax Law and to aid in the administration and
enforcement of that law. If you are in doubt about how the Sales and Use Tax Law applies to
your specific activity or transaction, you should write the nearest State Board of Equalization
office. Requests for advice regarding a specific activity or transaction should be in writing and
should fully describe the facts and circumstances of the activity or transaction.
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Printers
Generally, printers must have a sales tax permit. Usually, the gross receipts from retail sales
of printed material are subject to sales tax. Because of the various state rules regarding publications, such as newspapers, magazines, and journals, these areas should be reviewed to see
whether there is a special exception for printers performing services and providing print for
such items of circulation.
Sales or use tax generally applies to charges for services that are part of a sale of tangible
personal property to consumers, regardless of whether the customer furnishes the materials.
For example, consider overtime and set‑up charges, typesetting and similar charges, embossing charges, folding, and other binding operations. Although these are deemed services, if
they relate to the sale of a brochure, a publication, or other tangible personal property, and
they are not separately stated, they are often deemed part of the sale transaction and subject
to tax.
Printers provide significant services, but the materials they sell (being paper) are not of
significant value in and of themselves. Because of this, printers are frequently treated the
same way as manufacturers. For instance, printers are generally deemed to be the consumers of supplies and other materials they use to produce their products. However, if they are
purchasing ink and paper for incorporation into a brochure that will be resold, typically,
those items are deemed ingredient or component parts and would not be subject to a sales
or use tax.
Other issues in the printing industry that cause confusion are the production of specific
plates or dies for printing items at a client’s request. If these are sold to the customer, the tax
is generally applied and charged to the customer when title to the item is transferred. If the
items are not sold to the customer, they are deemed to remain with the printer that would
then be liable for any applicable sales or use tax.
Again, the rules will vary state by state. Nevertheless, the often conflicting positions taken
with respect to printers can sometimes be understood if the tax preparer realizes that the
inconsistencies are often the result of printers being treated as both manufacturers and providers of services. This dual treatment (like the treatment of partnerships as both separate
and aggregate entities) explains much of the puzzling treatment of printers. Before finalizing,
planning, or giving advice, the specific state rules and regulations applicable to the industry
at issue should be reviewed.
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Exhibit 3-4: State of California Board of
Equalization Sales and Use Tax Regulations
Regulation 1521. CONSTRUCTION CONTRACTORS.

Reference: Sections 6006-6010, 6012, 6012.2, 6012.6, 6012.8, 6012.9, 6015, 6016, 6016.3, 6016.5, 6055, 60916095, 6203.5, 6241-6246, 6276, 6276.1, 6379, 6384, 6386, 6421, 6901.5, Revenue and Taxation Code.
(a) DEFINITIONS.

(1) CONSTRUCTION CONTRACT.
(A) “Construction contract” means and includes a contract, whether on a lump sum, time and material, cost plus, or other basis, to:
1. Erect, construct, alter, or repair any building or other structure, project, development, or other
improvement on or to real property, or
2. Erect, construct, alter, or repair any fixed works such as waterways and hydroelectric plants,
steam and atomic electric generating plants, electrical transmission and distribution lines,
telephone and telegraph lines, railroads, highways, airports, sewers and sewage disposal
plants and systems, waterworks and water distribution systems, gas transmission and distribution systems, pipelines and other systems for the transmission of petroleum and other liquid or
gaseous substances, refineries and chemical plants, or
3. Pave surfaces separately or in connection with any of the above works or projects, or
4. Furnish and install the property becoming a part of a central heating, air-conditioning, or electrical system of a building or other structure, and furnish and install wires, ducts, pipes, vents,
and other conduit imbedded in or securely affixed to the land or a structure thereon.
(B) “Construction contract” does not include:
1. A contract for the sale or for the sale and installation of tangible personal property such as
machin- ery and equipment, or
2. The furnishing of tangible personal property under what is otherwise a construction contract
if the person furnishing the property is not responsible under the construction contract for the
final affixation or installation of the property furnished.
(2) CONSTRUCTION CONTRACTOR. “Construction contractor” means any person who for himself
or her- self, in conjunction with, or by or through others, agrees to perform and does perform a
construction contract. “Construction contractor” includes subcontractors and specialty contractors and those engaged in such building trades as carpentry, bricklaying, cement work, steel work,
plastering, drywall installation, sheet metal work, roofing, tile and terrazzo work, electrical work,
plumbing, heating, air-conditioning, elevator installation and construction, painting, and persons
installing floor coverings, including linoleum, floor tile, and wall-to-wall carpeting, by perma- nently
affixing such coverings to a floor. “Construction contractor” includes any person required to be licensed under the California Contractors’ State License Law (Business & Professions Code Sections
7000 et seq.), and any person contracting with the United States to perform a construction contract,
whether such persons are formed or organized under the laws of this state, or another state or
country.
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(3) UNITED STATES CONSTRUCTION CONTRACTOR. “United States construction contractor” means
a construction contractor who for himself or herself, in conjunction with, or by or through others,
agrees to perform and does perform a construction contract for the United States Government.
(4) MATERIALS. “Materials” means and includes construction materials and components, and other
tangible personal property incorporated into, attached to, or affixed to, real property by contractors in the performance of a construction contract and which, when combined with other tangible
personal property, loses its identity to become an integral and inseparable part of the real property.
A list of typical items regarded as materials is set forth in Appendix A.
(5) FIXTURES. “Fixtures” means and includes items which are accessory to a building or other structure and do not lose their identity as accessories when installed. A list of typical items regarded as
fixtures is set forth in Appendix B.
(6) MACHINERY AND EQUIPMENT. “Machinery and equipment” means and includes property
intended to be used in the production, manufacturing or processing of tangible personal property,
the performance of services or for other purposes (e.g., research, testing, experimentation) not
essential to the fixed works, building, or structure itself, but which property incidentally may, on
account of its nature, be attached to the realty without losing its identity as a particular piece of
machinery or equipment and, if attached, is readily removable without damage to the unit or to the
realty. “Machinery and equipment” does not include junction boxes, switches, conduit and wiring,
or valves, pipes, and tubing incorporated into fixed works, buildings, or other structures, whether or
not such items are used solely or partially in connection with the operation of machinery and equipment, nor does it include items of tangible personal property such as power shovels, cranes, trucks,
and hand or power tools used to perform the construction contract. A list of typical items regarded
as machinery and equipment together with a list of typical items not regarded as machinery and
equipment is set forth in Appendix C.
(7) TIME AND MATERIAL CONTRACT. “Time and material contract” means a contract under which the
contractor agrees to furnish and install materials or fixtures, or both, and which sets forth separately a charge for the materials or fixtures and a charge for their installation or fabrication.
(8) LUMP SUM CONTRACT. “Lump sum contract” means a contract under which the contractor for
a stated lump sum agrees to furnish and install materials or fixtures, or both. A lump sum contract
does not become a time and material contract when the amounts attributable to materials, fixtures,
labor, or tax are separately stated in the invoice.
(b) APPLICATION OF TAX.

(1) UNITED STATES CONSTRUCTION CONTRACTORS.
(A) Materials and Fixtures. United States construction contractors are consumers of materials and
fixtures which they furnish and install in the performance of contracts with the United States
Government. Either the sales tax or the use tax applies with respect to sales of tangible personal
property (including materials, fixtures, supplies, and equipment) to contractors for use in the performance of such contracts with the United States for the construc- tion of improvements on or to
real property in this state. The fact that the contract may provide principally for the manufacture
or acquisition of tangible personal property is immaterial. The sales tax, but not the use tax, applies even though the contractor purchases the property as the agent of the United States.
(B) Machinery and Equipment. United States contractors are retailers of machinery and equipment fur- nished in connection with the performance of a construction contract with the United
States Government. Tax does not apply to sales of machinery and equipment to United States
contractors or subcontractors, provided title to the property passes to the United States before
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the contractor makes any use of it. Such sales are sales for resale, and the purchasing contractor may issue a resale certificate. A contractor who uses the machinery or equipment before title
passes to the United States is the consumer of that machinery or equipment and either sales tax
or use tax applies with respect to the sale to or the use by the contractor.
(2) CONSTRUCTION CONTRACTORS OTHER THAN UNITED STATES CONSTRUCTION CONTRACTORS.
(A) Materials.
1. In General. Construction contractors are consumers of materials which they furnish and install
in the performance of construction contracts. Either sales tax or use tax applies with respect to
the sale of the materials to or the use of the materials by the construction contractor.
2. When Contractor is Seller. A construction contractor may contract to sell materials and also
to install the materials sold. If the contract explicitly provides for the transfer of title to the
materials prior to the time the materials are installed, and separately states the sale price of
the materials, exclusive of the charge for installation, the contractor will be deemed to be the
retailer of the materials.
In the case of a time and material contract, if the contractor bills his or her customer an
amount for “sales tax” computed upon his or her marked up billing for materials, it will be assumed, in the absence of convincing evidence to the contrary, that he or she is the retailer of
the materials.
If the sale occurs in this state, the sales tax applies to the contractor’s (retailer’s) gross receipts from the sale of the materials. If the sale occurs prior to the time the property is brought
into this state, the contractor’s (retailer’s) customer is the consumer and his or her use (unless
otherwise exempt) is subject to use tax measured by the sales price. The contractor must collect the use tax and pay it to this state.
(B) Fixtures.
1. In General. Construction contractors are retailers of fixtures which they furnish and install in
the performance of construction contracts and tax applies to their sales of the fixtures.
2. Measure of Tax.
a. In General. If the contract states the sale price at which the fixture is sold, tax applies to
that price. If the contract does not state the sale price of the fixture, the sale price shall be
deemed to be the cost price of the fixture to the contractor.
b. Determining Cost Price. If the contractor purchases the fixtures in a completed condition,
the cost price is deemed to be the sale price of the fixture to him or her and shall include any
manufacturer’s excise tax or import duty imposed with respect to the fixture prior to its sale
by the contractor.
If the contractor is the manufacturer of the fixture, the cost price is deemed to be the price
at which similar fixtures in similar quantities ready for installation are sold by him or her to
other contractors.
If similar fixtures are not sold to other contractors ready for installation, then the cost price
shall be deemed to be the amount stated in the price lists, bid sheets or other records of the
contractor.
If the sale price cannot be established in the above manner and the fixture is manufactured
by the contractor, the cost price shall be deemed to be the aggregate of the following:
[1] Cost of materials, including such items as freight-in and import duties,
[2] Direct labor, including fringe benefits and payroll taxes,
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[3] Specific factory costs attributable to the fixture,
[4] Any manufacturer’s excise tax,
[5] Pro rata share of all overhead attributable to the manufacture of the fixture, and
[6] Reasonable profit from the manufacturing operations which, in the absence of evidence
to the contrary, shall be deemed to be 5 percent of the sum of the preceding factors.
Jobsite fabrication labor and its prorated share of manufacturing overhead must be included
in the sale price of the fixture. Jobsite fabrication labor includes assembly labor performed
prior to attachment of a component or a fixture to a structure or other real property.
3. Exceptions — Leased Fixtures. In some instances the construction contractor may furnish
and install a fixture for a person, other than the owner of the realty, who intends to lease the
fixture in place as tangible personal property as provided in Section 6016.3 of the Revenue and
Taxation Code and pay tax measured by rental receipts.
In this case the construction contractor may take a resale certificate from the lessor at the
time of the transaction and the sale to the lessor will be considered to be a sale for resale. The
resale certificate should indicate that the fixture is purchased for resale by the purchaser as
tangible personal property under Section 6016.3 of the Revenue and Taxation Code.
(C) Machinery and Equipment.
1. In General. Construction contractors are retailers of machinery and equipment even though the
machinery and equipment is furnished in connection with a construction contract. Tax applies
to the contractor’s gross receipts from such sales.
2. Measure of Tax.
a. In General. Tax applies to the gross receipts from the sale of machinery and equipment furnished and installed by a construction contractor. If the contract calls only for the furnishing and installation of machinery and equipment, tax applies to the total contract price
less those charges excludible from gross receipts under Section 6012 of the Revenue and
Taxation Code.
b. Lump Sum Contracts — Determining Gross Receipts. If the contract is for a lump sum and
includes the furnishing and installation of materials, fixtures, and machinery and equipment,
the gross receipts from the sale of the machinery and equipment shall be the price at which
similar quantities ready for installation are sold at retail delivered in the market area where
the installation takes place.
If there is no such retail price for the machinery and equipment, then the gross receipts shall
be determined from the contracts, price lists, bid sheets, or other records of the contractor.
If the gross receipts cannot be established in the above manner and the machinery and
equipment is manufac- tured by the contractor, the gross receipts from the sale shall be the
aggregate of the following:
[1] Cost of materials, including such items as freight-in and import duties,
[2] Direct labor, including fringe benefits and payroll taxes,
[3] Specific factory costs attributable to the machinery or equipment,
[4] Any manufacturer’s excise tax,
[5] Pro rata share of all overhead attributable to the machinery or equipment, including overhead attributable to manufacturing, selling, contracting, and administration, and
[6] Reasonable profit from the manufacture and sale of the machinery or equipment which,
in the absence of evidence to the contrary, shall be deemed to be 5 percent of the sum of the
preceding factors.
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Jobsite fabrication labor and its prorated share of manufacturing overhead must be included
in the sale price of the machinery or equipment. Jobsite fabrication labor includes assembly
labor performed prior to attachment of a component or the machinery or equipment to a
structure or other real property.
(D) Cost Plus A Fee Contracts. When a contractor enters into a construction contract for a cost plus
a fee or time and materials plus a fee, whether the fee is a lump sum or a percentage of costs, the
fee is not included in the measure of tax. When the contractor is the manufacturer of the fixtures
or machinery and equip- ment, the “cost price” of the fixtures and the gross receipts from the
sale of the machinery and equipment shall be determined in accordance with (B) and (C) above.
(3) MISCELLANEOUS SALES BY CONTRACTORS. In addition to sales of fixtures and machinery and
equipment, tax applies to all retail sales by contractors of tangible personal property, including parts,
supplies, tools, construction equipment, buildings severed or to be severed by the contractor, and
furniture, including furniture sold with a building, even though the building is sold “in place.”
(4) PERMITS. Contractors engaged solely in performing construction contracts which do not involve
the sale and installation of fixtures and who do not also engage in business as sellers or retailers
are not required to hold seller’s permits. However, if a contractor is a seller or retailer because he
or she makes sales of fixtures, materials, or machinery and equipment, or other tangible personal
property either in connection with or as part of a construction contract, or otherwise, he or she is
required to hold a seller’s permit.
(5) SUPPLIES AND TOOLS FOR SELF-USE. Contractors are the consumers of supplies such as oxygen,
acetylene, gasoline, acid, thread-cutting oil, and tools and parts for tools, which they use in their
business, and the tax applies to the sale of such supplies and tools to contractors.
(6) EXEMPTION CERTIFICATES.
(A) Resale Certificates. Contractors holding valid seller’s permits may purchase fixtures and machinery and equipment for resale by issuing resale certificates to their suppliers. They may not
purchase materials for resale unless they are also in the business of selling materials.
A contractor cannot avoid liability for sales or use tax on materials or fixtures furnished and installed by him or her by taking a resale certificate from the prime contractor, interior decorators,
designers, department stores, or others. However, under the circumstances described in subsection (b)(2)(B)3., a contractor may take a resale certificate for fixtures furnished and installed by
him or her for a person other than the owner of the realty.
(B) Exemption Certificates for Out-of-State Use. Sales tax does not apply to sales of tangible personal property to a construction contractor who holds a valid California seller’s permit when the
property is used by the contractor outside this state in his or her performance of a contract to
improve real property and as a result of such use the property is incorporated into and becomes
a part of real property located outside this state. This exemption is available only if at the time of
the purchase the contractor certifies in writing to the seller that he or she holds a valid California
seller’s permit (giving the number of that permit and identifying the property purchased) and
states that the property will be used in the manner stated above. The certificate must be signed
by the contractor or an authorized employee. Such a certification may appear in the body of a
purchase order which bears the signature of the purchaser. Any certificate given subsequent to
the time of purchase will not be recognized.
If the property purchased under a certificate is used by the contractor in any other manner or for
any other purpose than stated in the certificate, the contractor shall be liable for sales tax as if
he or she were a retailer making a retail sale of the property at the time of such use, and the sale
price of the property to him or her shall be deemed the gross receipts from the sale.
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(C) Deductions for Tax-Paid Purchases Resold. A contractor may claim a “tax-paid purchases
resold” deduction for any property of which he or she is the retailer when he or she has reimbursed his or her vendor for tax which the vendor is required to pay to the State or has paid the
use tax with respect to the property, and has resold the property prior to making any use of it. In
the event that the contractor sells short ends or pieces which are not used other than in severing
them from larger units purchased by him or her and as to which he or she has paid sales tax
reimbursement or use tax, he or she may claim the deduction for tax-paid purchases resold, but
the amount of the deduction shall not exceed the price at which he or she sells such short ends
or pieces.
(c) PARTICULAR APPLICATIONS.

(1) DRAPERIES AND DRAPERY HARDWARE. Persons who contract to sell and install draperies
including drapery hardware, such as brackets, rods, tracks, etc., are retailers of the items which
they furnish and install. Tax applies to the entire contract price exclusive of the charge for installation which charge should be separately stated. Installers who furnish drapery hardware or other
tangible personal property may accept resale certificates from department stores or other sellers to
furnish and install the draperies and drapery hardware.
The department stores or other sellers furnishing resale certificates are required to pay the tax to
the state upon their selling price of the draperies and drapery hardware, exclusive of installation
charges. The installer should segregate his or her installation charge in order that the department
store or other seller may properly segregate its charge attributable to installation for purposes of
determining its taxable gross receipts.
(2) PREFABRICATED CABINETS. A cabinet will be considered to be “prefabricated” and a “fixture”
when 90 percent of the total direct cost of labor and material in fabricating and installing the cabinet
is incurred prior to affixation to the realty. In determining this 90 percent, the total direct cost of all
labor and materials in fabricating the cabinet to the point of installation will be compared to the total
direct cost of all labor and materials in completely fabricating and installing the cabinet. If more
than one cabinet is fabricated and installed under the contract, each cabinet will be considered
separately in determining whether the cabinet is prefabricated.
(3) PREFABRICATED BUILDINGS. Prefabricated units such as commercial coaches, house trailers, etc., registered with the Department of Motor Vehicles or the Department of Housing and
Community Development, are tangible personal property even though they may be connected to
plumbing and utilities. A mobilehome which meets or is modified to meet, all applicable building
codes and regulations and which is permanently affixed to realty, is an improvement to realty and is
not personal property. A contract to furnish and install a prefabricated or modular building similar
in size to, but which is not, a factory-built school building (relocatable classroom) is a construction
contract whether the building rests in place by its own weight or is physically attached to realty. It is
immaterial whether the building is erected upon or affixed to land owned by the owner of the building or is leased to the landowner or lessee of the land.
Generally, a contract to furnish and install a small prefabricated building, such as a shed or kiosk,
which is movable as a unit from its site of installation, is a construction contract only if the building
is required to be physically attached to real property by the seller, upon a concrete foundation or
otherwise. The sale of such a unit to rest in place by its own weight, whether upon the ground, a
concrete slab, or sills or piers, is not a construction contract even though the seller may deliver the
unit to its site of use.
Prefabricated or modular buildings which are “factory-built housing” where permanently affixed
to the realty are improvements to realty. The manufacturer of factory-built housing who contracts
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to furnish and install the factory- built housing manufactured by him or her is the consumer of the
materials used in building and installing the factory-built housing and the retailer of the fixtures. Tax
applies as provided in (b) above.
(4) FACTORY-BUILT SCHOOL BUILDINGS.
(A) General. On and after September 26, 1989, a contract to furnish and install a factory-built school
building is not a construction contract but rather is a sale of tangible personal property.
(B) Definitions.
1. “Factory-built School Building.” The term “factory-built school building” (relocatable classroom) means and includes:
A. for the period September 26, 1989 through September 12, 1990, any building designed to be
used as a school building as defined in Sections 39214 and 81165 of the Education Code and
so used. A factory- built school building must be designed in compliance with state laws
for school construction and approved by the structural safety section in the office of the
State Architect. It must be wholly or substantially manufactured at an offsite location for the
purpose of being assembled, erected, or installed on a schoolsite.
B. effective September 13, 1990, any building which is designed or intended for use as a school
building and is wholly or substantially manufactured at an offsite location for the purpose
of being assembled, erected, or installed on a site owned or leased by a school district or a
community college district. A factory-built school building must be designed and manufactured in accordance with building standards adopted and approved pursuant to Chapter 4
(commencing with Section 18935) of Part 2.5 of Division 13 of the Health and Safety Code and
must be approved by the structural safety section in the office of the State Architect.
The term does not include buildings licensed by either the Department of Motor Vehicles or
the Department of Housing and Community Development. The term also does not include
prefabricated or modular buildings which are similar in size to, but which are not, “factorybuilt school buildings”. It is immaterial whether the building is erected upon or affixed to
land owned by the owner of the building or is leased to the landowner or lessee of the land.
2. “Consumer.”
A. For the period September 26, 1989 through September 12, 1990, the term “consumer” as
used herein means either (1) a school or a school district or (2) a contractor who purchases
a factory-built school building for the purpose of fulfilling the requirements of an existing
contract with a school or school district to furnish and install such building.
B. Effective September 13, 1990, the term “consumer” as used herein means either (1) a school
district or a community college district or (2) a contractor who purchases a factory-built
school building for the purpose of fulfilling the requirements of an existing contract with a
school district or a community college district to furnish and install such building.
(C) Place of Sale. The place of sale or purchase of a factory-built school building is the place of
business of the retailer regardless of whether the sale of the building includes installation or
whether the building is placed upon a permanent foundation.
(D) Application of Tax.
1. Tax applies to 40 percent of the sales price of the building to the consumer excluding any
charge for placing the completed building on the site. The sales price of the building shall
include amounts representing tangible personal property installed in the building by a subcontractor, whether prior to or after installation of the building at the site, provided such installation is called for in the prime contract for the building.
142

Chapter 3: Specific Industry Discussions and Related Rules

A separate contract to furnish and install tangible personal property in a factory-built school
building after installa- tion of the building at the site is a construction contract and tax applies
as in (b) above. Any contract or subcontract for site preparation (e.g., foundation) is a construction contract and tax applies as in (b) above.
2. The sale of a factory-built school building to a purchaser who will resell the building without installation is a sale for resale and the seller may accept a resale certificate from the purchaser.
If the purchaser then sells to a contractor who has an existing contract to install the building
on a school site, tax will apply as in (c)(4)(D)1. above. If tax has been paid on the purchase
price of a factory-built school building which is subse- quently resold for installation, a tax-paid
purchases resold deduction may be taken as provided in Regulation 1701 (18 CCR 1701).
(E) Exclusion Certificate. For the period September 26, 1989, through September 12, 1990, if the purchaser certifies in writing to the retailer that the factory built school building purchased will be
consumed in a manner or for a purpose entitling the retailer to exclude 60% of the gross receipts
or sales price from the measure of tax and uses the property in some other manner or for some
other purpose, the purchaser shall be liable for payment of tax measured by 60% of the sales
price. For the above stated period, all retailers who make retail sales of “factory-built school
buildings” claimed to be subject to tax measured by 40 percent of the sales price must obtain
from the “consumer” a signed certificate substantially in the form set forth below.

CLAIM FOR 60% EXCLUSION FROM TAX
ON PURCHASE OF FACTORY-BUILT SCHOOL BUILDINGS

(Sec. 6012.6, Rev. & Tax. Code)
I hereby certify that the factory-built school building that I
(Name of Purchaser-Consumer)
am purchasing under the authority of this certificate from
(Name of Retailer)
will be used as a school building as defined in Sales and Use Tax Regulation 1521. My seller’s
permit number, if any, is
I further certify that I understand and agree that if the property purchased under the authority of this certificate is used by the purchaser for any purpose other than indicated above, the
purchaser shall be liable for payment of tax to the State Board of Equalization at the time of
such use measured by 60% of the sales price of the factory-built school building.
Signed by
(Name of Purchaser)
As:
(Owner, Partner, Purchasing Agent, etc.)
Date
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(5) MOBILEHOMES INSTALLED FOR OCCUPANCY AS RESIDENCES. Operative July 1, 1980, a special
measure of sales or use tax is provided for a mobilehome sold to be affixed to realty for occupancy
as a residence.
A mobilehome dealer who sells a new mobilehome to a construction contractor to be affixed to land
for occupancy as a residence is the “retailer-consumer” of the property and is required to pay tax
for the period in which the sale was made by the dealer measured by an amount equal to 75 percent
of the retailer-consumer’s purchase price of the mobilehome.
A construction contractor who withdraws a new mobilehome from an inventory purchased for
resale to be affixed to realty for occupancy as a residence in the performance of a construction
contract is required to pay tax measured by 75 percent of the purchase price by his or her mobilehome vendor except where the purchase is made directly from a mobilehome manufacturer. In
the absence of satisfactory evidence of the vendor’s purchase price it shall be presumed that the
measure of tax for the transaction is an amount equivalent to 60 percent of the sales price of the
mobilehome to the construction contractor.
A mobilehome manufacturer who sells a new mobilehome directly to a construction contractor for
installation to real property for occupancy as a residence is required to pay tax measured by 75 percent of the sales price at which a similar mobilehome ready for installation would be sold by the
manufacturer to a retailer-consumer in this state. A construction contractor who withdraws a new
mobilehome from an inventory purchased from a manufac- turer for resale must pay tax measured
by 75 percent of his or her purchase price.
A mobilehome manufacturer who performs a construction contract by permanently affixing a new
mobilehome to real property is the consumer of the material and the retailer of fixtures installed by
him or her and the tax applies as set forth in paragraph (b) above.
Reference should also be made to the provisions of Regulation 1610.2 for additional interpretative
rules relating to custom additions to the mobilehome prior to sale, transfers of nonvehicle items, and
the application of the tax to a purchase made from an out-of-state retailer.
(6) REPAIR CONTRACTS. A contract to repair a fixture in place or a fixture the contractor is required by
the contract to reaffix to the realty is a construction contract. Sales or use tax applies to the gross
receipts or sales price of the parts sold by a contractor who is a retailer under this provision. Either
sales tax or use tax applies to the sales price of the parts sold to or used by a contractor who is a
consumer under this provision.
(A) United Sates Construction Contractors. A United States construction contractor is the consumer
of the parts furnished in the performance of a construction contract to repair a fixture.
(B) Construction Contractors Other Than United States Construction Contractors.
1. A contractor is the retailer of the parts furnished in the performance of a construction contract
to repair a fixture when the sale price of the parts is billed separately from the repair labor.
2. A contractor is the consumer of the parts furnished in the performance of a lump sum construction contract to repair a fixture.
(7) ELEVATOR INSTALLATIONS. A large number of components are included in the installation of an
eleva- tor system. Those portions constituting the cage or platform and its hoisting machinery are
fixtures. The balance of the installation, if attached to a structure or other real property will generally be “materials.”
Similarly, installation of escalators and moving sidewalks are in part fixtures and in part materials.
Following are examples of components constituting part of the cage or platform and its hoisting
machinery, and which are fixtures:
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alarm bell
cab or car
car doors
car platform and sling
door hanger on cab
door openers
door operator on cab or car
door safety edge on cab
door sills on cab
electronic door protector
jack assembly
motors
power units and control boxes
pumps
pushbuttons on cab
wire and piping (which are components of a fixture)
Following are examples of components constituting “materials” when attached to realty:
car guides
casing section of jack assembly
hoistway door sills and jams
hoistway door supports
hoistway doors
hoistway door frames
hoistway door safety edge
pushbuttons on hoistway
rail buckets
sill, struts
sound insulating panels on “materials”
structural steel (unless part of guide rails hoistway entrance cab, car, or other “fixture”)
valve strainer
wire and piping attached to “materials”
Following are examples of components constituting parts of escalators or moving sidewalks which
are fixtures:
chains
motors
moving handrails
moving sidewalk
other operating mechanisms
sprockets
staircase
(8) TELEPHONE SWITCHBOARDS AND INSTRUMENTS. Telephone switching equipment installed in a
build- ing specifically designed to accommodate the equipment or attached to a building or structure in a manner such that its removal would cause damage to the equipment or building in which it
is installed will be considered to be “fixtures” under paragraph (a)(5) of this regulation.
Telephone handsets, modular switching equipment and standardized, off-shelf, general purpose
switching equip- ment sold for use in general purpose office buildings constitute machinery and
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equipment under paragraph (a)(6) of this regulation. Handsets, modular switching equipment and
standardized equipment were previously classified as fixtures.
This change in classification shall be applied prospectively only with respect to construction contracts entered into on and after July 1, 1988, by contractors other than United States construction
contractors.
(9) DEEP-WELL AGRICULTURAL PUMPS. A deep-well agricultural pump is tangible personal property if
installed so that it rests in position by force of gravity and is not otherwise affixed to the land.
The pump is a fixture if:
(A) It is affixed to the land such as by concrete, bolts or screws,
(B) It is physically connected to an irrigation system such as by pipes or couplings so as to become
an integral part of the system, or
(C) It is enclosed by a pump house or other building or structure.
(10) REMOTE CONTROL GARAGE DOOR OPENERS. Remote control garage door opening units are
fixtures. Portable transmitter units furnished pursuant to a construction contract are deemed to
be fixtures and are taxable as provided in subdivision (b)(2)(B). Sales of portable transmitter units
not a part of a construction contract, as, for example, sales of replacement units, are retail sales of
tangible personal property and subject to tax as such.
(11) EXCESS REIMBURSEMENT. The excess tax reimbursement provisions of Regulation 1700 apply to
construction contractors.
(12) ON-PREMISE ELECTRIC SIGNS.
(A) An on-premise electric sign is any electrically powered or illuminated structure, housing, sign,
device, figure, statuary, painting, display, message, placard, or other contrivance or any part
thereof affixed to real property and intended or used to advertise, or to provide data or information in the nature of advertising, for any of the following purposes: 1) To designate, identify, or
indicate the name or business of the owner or occupant of the premises upon which the advertising display is located, or 2) To advertise the business conducted, services avail- able or rendered,
or the goods produced, sold, or available for sale, upon the property where the advertising
display has been erected.
(B) APPLICATION OF TAX. An on-premise electric sign is a fixture and tax applies to the sale price
of the sign. Notwithstanding the provisions of 1521(b)(2)(B), operative October 1, 2000, if the
contract does not state the sale price of the sign, tax applies to 33 percent of the contract price of
on-premise electric signs that are furnished and installed by the seller. “Contract price” includes
charges for materials, fabrication labor, installation labor, overhead, profit, and other charges
associated with the sale and installation of the sign. If a contract provides that a contractor is to
install an on-premise electric sign furnished by a third party, the charges for installation are not
taxable. If a seller furnishes but does not install an on-premise electric sign, the seller is a retailer
of the sign and tax applies to the total contract price.
Separately stated charges for transportation are subject to tax as defined in Regulation 1628,
Transportation Charges.
Appendix A The following is a list of typical items regarded as materials:

146

Asphalt

Lime

Sand

Bricks

Linoleum

Sheet metal

Builders’ hardware

Lumber

Steel
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Caulking material

Macadam

Stone

Cement

Millwork

Stucco

Conduit

Mortar

Tile

Doors

Oil

Wall coping

Ducts

Paint

Wallboard

Electric wiring and
connections

Paper

Wallpaper

Flooring

Piping, valves, and pipe fittings Wall-to-wall carpeting (when
affixed to the floor)

Glass

Plaster

Weather stripping

Gravel

Power poles, towers, and lines

Windows

Insulation

Putty

Window screens

Lath

Reinforcing mesh

Wire netting and screen

Lead

Roofing

Wood preserver

Appendix B The following is a list of typical items regarded as fixtures:

Air conditioning units

Lighting fixtures

Awnings

Plumbing fixtures

Burglar alarm and fire alarm fixtures

Refrigeration units

Cabinets, counters, and lockers (prefabricated)

Signs

Cranes (including moving parts of cranes) affixed or
annexed to a building, structure or fixed work

Television antennas

Electric generators (affixed to and accessory to a building, structure or fixed works)

Transformers and switchgear

Elevators, hoists, and conveying units

Vault doors and equipment

Furnaces, boilers, and heating units

Venetian blinds

1

Moving parts of cranes are classified as machinery and equipment when furnished and
installed pursuant to fixed price construction contracts entered into prior to July 1, 1985.
1

Appendix C The following are lists of typical items regarded as:
Machinery and Equipment

Not Machinery or Equipment

Drill presses

Fixtures and materials as defined in this
regulation

Electric generators (unaffixed, or, if affixed,
which meet the requirements of subparagraph (a)(6))

Wiring, piping, etc., used as a source of power, water, etc., for machinery and equipment

Lathes

Radio transmission antennas

Machine tools

Large tanks (i.e., over 500 barrel capacity)

Printing presses

Fire alarm systems
Street light standards
Cooling towers other than small prefabricated cooling units
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History
Effective July 1, 1939.
Adopted as of January 1, 1945, as a restatement of previous rulings. Amended September 2, 1965, applicable as
amended September 17, 1965. Amended and renumbered November 3, 1971, effective December 3, 1971.
Amended February 4, 1976, effective April 1, 1976. Rewrote and expanded regulation for clarity, combined Regulation
1615, added particular applications, and applied Regulation 1521 definition of “fixture” to U.S. Contractors.
Amended August 17, 1976, effective September 19, 1976. Clarified “U.S. Government,” limited exemption certificate,
and clarified “genera- tors” in appendices.
Amended December 7, 1978, effective February 18, 1979. Subsections (a)(3), (b)(1)(A), and (b)(1)(B) no longer reference
instrumentalities of the United States; subsection (b)(1)(A) was amended to apply sales tax to the sale of tangible
personal property to contractors for use on construction contracts with the United States; amends subsection (c)(7)
to provide that the section only applies to transactions prior to 1/1/79.
Amended August 1, 1980, effective August 22, 1980, operative July 1, 1980. On first page, added (c)(4) and renumbered
following subsec- tions: in (c)(3), first sentence, deleted “mobilehomes” and substituted “commercial coaches”;
in third paragraph, deleted “as defined in Regulation 1521.2,” from first sentence, and deleted second sentence;
added (c)(4), and renumbered following sections.
Amended November 19, 1980, effective January 16, 1981. In (c)(3) corrected typographical error. In (c)(4), third
paragraph, substituted “con- struction contractor” for “any person”; added “in the performance of a construction contract,” and added exception for purchases made di- rectly from a mobilehome manufacturer; substituted
“construction contractor” for “person withdrawing and affixing the property to realty”. In fourth paragraph, added
provision regarding withdrawal by construction contractor of new mobilehome from inventory purchased from a
manufacturer.
Amended December 1, 1983, effective April 14, 1984. In (c)(3) added reference to the Department of Housing and
Community Development. In (c) added new (c)(8) and renumbered former (c)(8) to (c)(9); deleted former text and
added reference to Regulation 1700. Deleted former subdivision (d). In appendix C changed reference to subparagraph (a)(6).
Amended February 5, 1986, effective May 11, 1986. Deletes the term “Moving parts of cranes” as machinery and
equipment under Appendix C and adds the term “Cranes” to Appendix B as fixtures with a footnote that moving
parts of cranes are classified as machinery and equipment when furnished and installed pursuant to fixed price
construction contracts entered into prior to July 1, 1985.
Amended May 3, 1988, effective July 2, 1988. Added subdivision (c)(7) to make clear and specific that certain types
of telephone equipment are classified as “fixtures” whereas other types of telephone equipment are classified as
“machinery and equipment”. In Appendix B, de- leted reference to “telephone switchboards and instruments”.
Amended April 5, 1989, effective June 17, 1989. The change to subdivision (c)(3) provides that construction contracts
include contracts to furnish and install a relocatable classroom, or other prefabricated or modular building of
similar size, whether the building rests in place by its own weight or is physically attached to the realty. The revised
subdivision also provides that a contract to furnish and install a small prefabricated building such as a shed or
kiosk, which is moveable from its installation site, is a construction contract only if the building is required to be
physically attached to the realty by the seller.
Amended June 5, 1991, effective August 18, 1991. Modified the definition of the term “factory-built school building”
and deleted the provisions relating to the liability of the purchaser for taxes if the building is used for some purpose
other than a school. Amended paragraph (c)(3) to remove reference to factory-built school buildings (relocatable
classrooms). Added paragraph (c)(4).
Amended February 8, 1995, effective July 16, 1995. Amended subparagraph (c)(6) to include, as subparagraphs (A) and
(B), specific ex- amples of how tax applies to both United States contractors and other construction contractors
when performing repair construction contracts. Deleted gender-based language from subparagraphs (a)(2) & (3),
(b)(2)(A)2., (b)(2)(B)2.b., (b)(4), (b)(6), (c)(3), and (c)(5). Corrected clerical errors in (c)(3) and (c)(4)(E).
Amended November 18, 1998, effective February 13, 1999. Subdivision (a)(2) amended by adding sentence “
‘Construction contractor’… country.”
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Amended April 5, 2000, effective May 18, 2000. Added subdivision (c)(12) to explain the application of tax to on-premise
electric signs, as defined.

Regulations are issued by the State Board of Equalization to implement, interpret or make
specific provisions of the California Sales and Use Tax Law and to aid in the administration and
enforcement of that law. If you are in doubt about how the Sales and Use Tax Law applies to
your specific activity or transaction, you should write the nearest State Board of Equalization
office. Requests for advice regarding a specific activity or transaction should be in writing and
should fully describe the facts and circumstances of the activity or transaction.

Contractors
The definition of contractors often differs by state. Most states attempt to categorize contractors as anyone who repairs or improves real property rather than personal property. Generally,
contractors are deemed the end users of the tangible personal property they incorporate into
real property and are subject to sales tax on their purchases of that property. Nevertheless,
some states give contractors the option of being treated as retailers.You can see that contractors often do not fit cleanly into one category or another. For instance, a plumber, besides
installing sinks and other articles of plumbing in a residence or commercial building, may sell
plumbing supplies to customers in a warehouse or showroom. In that situation, the plumber
doubles as a contractor and etailer.
In short, contractors often engage in at least three different types of sales activities: contract
jobs on real property, time and material work on real or tangible personal property, and overthe-counter retail sales.
Generally, contractors who are performing construction contracts on real property are
deemed to be the end users of the tangible personal property they consume to create the real
property. In effect, they are not selling tangible personal property but a construction service,
and they must pay tax on the materials they consume to perform that service. When the
contractor walks away from the job, the tangible personal property has been consumed in
the creation of the real property. Thus, as the end user of the tangible personal property, the
contractor simply pays sales tax on all his or her purchases, and life is simple in most states.
That is it; no worries. Sales tax is paid; no returns to file—life is good. An obvious example
of this type of work is the contractor who contracts to do the plumbing for 75 homes in a
new subdivision.
Contractors may also perform repair or installation work on real or tangible personal
property. For example, a plumbing contractor may come to your house to replace a garbage
disposal, hook up a new toilet, or repair some other piping. In many states, if the contractor
bills the job time and material (that is, separately stating the sales price for parts and labor),
the plumber need only charge sales tax on the parts. This seemingly simple transaction,
however, is complicated by the fact that, in some states, installation labor is taxable. The state
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may also draw a distinction between work on new construction (installation) versus already
existing structures (repairs).
Finally, contractors may put on their retailer hat and make traditional over-the-counter
retail sales. For example, some people (not me) are competent enough to visit the plumber’s
place of business and simply purchase that new garbage disposal over the counter, take it
home, and install it. When contractors act as retailers, they should be purchasing their inventory for resale and collecting sales tax on their over-the-counter sales.
If we assume a contractor provides all three types of these sales—contract jobs on real
property, time and material repairs, and over-the-counter retail sales—he or she is faced with
seemingly contradictory requirements. For example, purchasing inventory tax free for resale
as a retailer is inconsistent with the obligation to pay tax on the tangible personal property
used in contract jobs on real property. In any case, each of these activities has a distinct impact
on the sales and use tax treatment of the contractor. Therefore, contractors must carefully
track their activities in each taxing jurisdiction by customer to make sure they are adequately
fulfilling their tax obligations.

Author’s Note: Real Versus Tangible Personal Property
What is the difference between real and tangible personal property? In short, the treatment
depends upon the category of property being sold. Is the contractor making a retail sale of
tangible personal property, or is the contractor providing a construction service (that is, building real property)?
Three (common law) tests include
affixation to real estate.
adaptation to use or purpose of structure.
intent of purchaser.
Remember:This is probably the most critical question; get this one right (real or tangible), and everything else will fall into place

Bill It Like You Bid It
In addition to making the sale, the contractor is faced with properly billing the sale. Sales
tax, like many transaction taxes, is more form driven than income tax. When the doctrine of
economic substance over legal form may be persuasive in the income tax arena, it is often the
legal form that is the trump card in sales tax. Most states, for example, hold that if exempt and
taxable items are sold together in a single price, tax will apply to both items. In other words,
the format of the bill can determine the taxable measure of the sale.
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Contractors are often confronted with this issue in states in which the type of contract
(lump sum, time and materials, or cost-plus) may dictate the tax treatment. For example,
replacing a garage door on a residential home might be treated either as a contract job on
real property, in which it is billed lump sum, or a retail sale with a nontaxable agreement to
install, in which it is billed time and material. The sale and billing confusion both stem from
a more fundamental issue: the nature of the work. The question of whether the contractor
is performing a construction service or making a retail sale of tangible personal property is
inextricably linked to the distinction between real and tangible personal property.

Author’s Note: Impact of Contract Type on Tax Obligations
In a limited number of jurisdictions, the tax treatment of the contractor is governed by the
type of contract that is employed.The most common contracts employed are:
lump sum.The contractor furnishes all materials and services for a single stated sum. (The
contractor is the consumer.)
time and materials.The contractor furnishes materials for a set price, coupled with a separately stated hourly or fixed rate for services. (The contractor is the retailer.)
cost-plus or fixed price.The contractor furnishes all materials and services for cost plus a
fixed fee or percentage

Distinguishing Real from Tangible Personal Property
In most jurisdictions, the key to understanding the application of sales tax for construction
contractors is tied to the distinction between real and tangible personal property. Although
states may have varying criteria in drawing the distinction, most states refer to the following
principles in making the determination:
• Actual physical annexation of an item to the real property. Generally, the tax administrator
looks to the degree of attachment of the tangible personal property to the real property. Would its removal cause irreparable damage to the real estate? If removal of the
item would cause irreparable damage to the real estate, that is an indication that the
property has become an intrinsic part of the real property. Under such circumstances, the contractor is the end consumer of the item installed and, generally, would pay
tax on his or her material costs. By contrast, if tangible personal property is easily
removed from the real estate without damaging its function or use that is generally considered evidence that the item has retained its character as tangible personal
property. Therefore, the contractor is deemed to be the retailer of those items and

151

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

is required to collect tax on the selling price to his or her customer and any labor
incurred in its installation, if the state taxes labor, and the customer is subject to tax.
• Application or adaptation of an item to the purpose to which the real property is devoted. The
more integrated into the overall function of the real estate, the more an item tends
to assume the characteristics of the real estate and, therefore, the more likely that
the contractor is subject to sales tax on his or her material costs. If the item is more
independent of the real estate in function, it tends to retain its character as tangible
personal property. In other words, can the real property still serve its function without the attached personal property? For example, a large machine may be attached
to a building for its safe operation; however, it functions independently from the
real estate and, therefore, is not considered part of the real estate once it is installed.
However, the dining room window of your home is an integral part of what a house
is all about. The window is integrated into the overall function of the home. The real
property (that is, the house) cannot really function as a house without the window.
(I am ignoring, for the moment, the place you lived during college.)
• An intention on the part of the person making the annexation to make a permanent accession
to the real property. Admittedly, this is one of the more difficult factors to assess because it deals with the presumed intent of the person making the annexation to real
property. Generally, it involves applying a prudent person standard to the facts and
circumstances to make a reasonable determination of the person’s intent based on his
or her actions. Auditors will often look to the federal depreciation schedule to help
determine intent. If the items have been treated as tangible personal property rather
than real property on the depreciation schedule, the auditor may use the schedule as
evidence of intent. Thus, cost segregation studies have sometimes been used by auditors for the basis of a sales and use tax assessment.
A recent New York decision nicely illustrates the application of these tests. In this case,
In the Matter of Petition of Amusements of WNY, Inc., NYS Division of Tax App., ALJ Dkt. No.
822534 (August 4, 2010), the taxpayer installed a roller coaster whose main structure was
made of wood but had a foundation that included concrete slabs, piers, and steel supports.
The question before the court was whether the addition constituted a capital improvement.
According to NY Tax Law §1101(b)(9)(i), an addition or alteration to real property is one
that
A. [s]ubstantially adds to the value of the real property, or appreciably prolongs the
useful life of the real property; and
B. [b]ecomes part of the real property or is permanently affixed to the real property
so that removal would cause material damage to the property or article itself; and
C. [i]s intended to become a permanent installation.
The court held that the addition clearly met the three tests. “This was not an article that
could be moved about at will.”
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It is probably not an exaggeration to say that if a successful determination can be made
between work on real property and a sale of tangible personal property, many billing and
sales problems simply go away.

Sales
Contractors generally will not charge sales tax on their jobs as contractors. However, if a
contractor does sell materials to another contractor or an ultimate consumer, these transactions are typically retail sales, and tax should be charged. To the extent a plumbing contractor would provide a flat charge for installing a sink in a bathroom or water lines in a house,
there would often be no tax on the bill. Accordingly, there would usually be no need for
the contractor to provide a breakdown of material and labor for the job. Nonetheless, as
indicated previously, contractors could be treated differently in certain states or could opt to
treat themselves as retailers. This could change the result. As a retailer, the contractor would
charge a marked‑up price on any materials incorporated into a project. Typically, the separately stated labor charge would not be taxed.

Purchases
If contractors do not charge sales tax to their customers but pay tax on materials purchased,
the taxation of contractors is relatively straightforward (except in a state that taxes services to
real property). Contractors must generally pay the tax on the purchase of tools, equipment,
machinery, materials, and supplies. Typically, materials purchased for use in projects are taxed
at the time of purchase. However, if a sales tax is not paid at the time of purchase, a use tax
should be remitted when the materials are withdrawn from inventory and incorporated into
a project. Some states will allow contractors to forego paying sales tax up front and remit use
tax for materials that were withdrawn from inventory. This is called the direct pay method.
As materials are withdrawn from inventory, use tax may be paid in the state where the inventory is withdrawn. Alternatively, depending on the rules of the state where the inventory
is located and the state where the contract will be performed, a use tax may be required to
be paid in the state where the materials are used. The rules of both states must be analyzed
because the state where the materials are being used may allow a credit for use tax paid in
the state where the inventory is stored.
State rules regarding contractors should be reviewed with respect to electricity and other
fuels used. Energy consumed in a construction project may be exempt in some states.
Contractors performing jobs for tax-exempt entities, such as a governmental unit or charity, may qualify for exempt treatment.The contractor may be able to purchase materials (that
are physically incorporated into such contracts) tax free and pass on the savings to the taxexempt entity.This is generally done through the issuance of a purchasing agent appointment
or other documentation showing the contractor is authorized to make its purchases tax free
because it is performing services for a tax-exempt entity. This way, the tax-exempt entity is
taking advantage of its tax-exempt status; otherwise, the contractor would have to include
the equivalent of this tax in the price it charges the tax-exempt entity.
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Particular care must be taken in this area. Tax-exempt entities will often proffer their sales
tax exemption number to the contractor, thinking the job must be exempt because, after all,
they are exempt. Absent specific statutory authority, the contractor should never assume he
or she can make materials purchases tax free because, after all, he or she is acting on behalf
of the tax-exempt entity.

Elections
Each state’s contractors’ rules should be analyzed to see if there are elections about when the
sales or use tax is to be collected, charged, or remitted. If contracts are performed for government agencies or other tax-exempt entities, the forms for the state should be examined to
determine if the appropriate or required documentation has been properly and timely filed.

Trade Fixtures
When are building materials not construction materials? When they are trade fixtures.
Fixtures are those building materials that do not become an integral, inseparable part of real
property but retain their separate identity. Many states further complicate contractors’ lives
by distinguishing between materials and trade fixtures. These real estate components are
typically items such as water heaters, water softeners, dishwashers, furnaces, air conditioners,
and so on.
Fixtures are often defined as an accessory to a building, another structure, or land that retains its separate identity upon installation but is permanently attached to the realty.Whether
an item is a fixture can depend upon a variety of factors, including
• the method of attachment.
• the intent of the property holder to which the item is attached.
• whether the ownership of the item is connected to the acquisition of title to the
related real property.
• customization of the fixture for attachment in a particular location or space.
• whether installation requires a building permit or contractor license.
• the terms of any legal agreements or contracts.
The key issue with respect to fixtures is the timing of the sales tax, specifically whether
it occurs prior to or after installation. If title, ownership, and possession occur prior to the
fixtures’ integration into the real property, it is treated as a retail sale of tangible personal
property subject to sales tax. If title, ownership, and possession occur after the fixture is built
into the real property, then the transaction is treated as a contract job on real property, and
the installer or contractor of the fixture should pay sales tax on his or her acquisition cost
of the fixture.
Some of the variety of findings are illustrated by the following cases: Comptroller v. Kaiser
Aluminum & Chemical Corp., 223 Md. 384, 164 A.2d 886 (1960) (machinery and equipment embedded in concrete is taxable tangible personal property); S.C. Dept of Rev.,
Private Revenue Opinion No. 01-2 (June 25, 2001) (telecom grids permanently affixed to
a roof are not taxable personal property); Process Systems, Inc. v. Huddleston, Tenn App. Ct. No.
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02A01-9503-00063 (October 25, 1996) (an airport conveyer belt system is not subject to
sales tax because it became part of a building that is real property);Va. Dept. of Taxation, P.D.
01-156 (October 17, 2001) (an airport conveyer system is taxable tangible personal property); and Fla. Dept. of Rev., T.A.A. 01A-039 (July 11, 2001) (installation of a water fountain is
not a sale of taxable tangible personal property but an exempt improvement to real property).

Author’s Note:Trade Fixture Rules of Thumb
States often have specific guidance with respect to trade fixtures, but generally, trade fixtures
refer to built-in appliances; heating, ventilation, and air conditioning; water heaters; water
softeners; garbage disposals; kitchen and bathroom sinks; and so on. Although the items are
part of realty, for sales and use tax purposes, they retain their character as tangible personal
property.
General definitions of a fixture include
personal property that has been so annexed to the realty that it is regarded as part of the
real property.
an accessory to a building, other structure, or land that retains its separate identity upon
installation but is permanently attached to the realty.
As a general rule, if title and possession to the trade fixtures pass prior to their becoming part of the real property, it is a retail sale of tangible personal property, and if title and
possession to the trade fixtures passes after they have become a part of real property, it is a
contract job, and tax must be paid by the contractor on the cost of materials.

To illustrate the differences, not only among the states but, specifically, with regard to distinguishing between building materials and trade fixtures, we have included “Sales and Use
Tax Classifications of Capital Improvement and Repairs to Real Property” from New York
as Appendix 3B.

Leasing Companies
Is there anything more difficult, more confusing, or more complex than applying sales tax to
leases? Sure, calculus was tough, and sometimes, those finance classes were a bit overwhelming with their discounted present values, irregular cash flows, and internal return rates all
tied to the gross domestic product of some country you could not find on a map. But leases?
Forget about it. To truly understand leasing, you have to know accounting, finance, tax,
mathematics, and how to operate truly confusing calculators.
For starters, half the time, you do not know if you have a true lease, a conditional sale, or
some other weird financing arrangement. Not that there are not lots of fine folks who want
to help you. The IRS has its rules, and the financial accounting folks have theirs, but those
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guidelines were drafted in an income tax or a financial accounting, not a sales tax, context.
Economic substance over form is a long hallowed doctrine in federal income tax, but its
place in transaction taxes, like sales tax, is problematic. In sales tax, form often trumps substance. If you do not believe it, just trying arguing with an auditor that the lump-sum price
on the invoice was really a sale of tangible personal property coupled with a nontaxable
service. The auditor will tell you, “If you do not break it out on the invoice, it is all taxable.”
Form is triumphant; substance is irrelevant.
Take, for example, synthetic leases. A synthetic lease is another example of off-balancesheet financing in which the transaction is structured and documented as a lease, but the real
burdens and benefits of ownership accrue to the lessee, not the lessor. Without going into
detail, the synthetic lease is treated as a lease for financial statement purposes and a financing arrangement for federal income tax purposes. Thus, the leased assets do not show up in
the financial statements as either an asset or a liability, a circumstance that often benefits the
lessee’s debt-to-equity ratio.
Just how and why synthetic leases manage this feat is beyond the scope of this section,
but suffice it to say that its success lies in the ability to capitalize on the different definitional standards between the guidelines in Financial Accounting Standards Board Accounting
Standards Codification 840, Leases, and the IRS’s Revenue Ruling guidelines and reliance on
the doctrine of economic substance over legal form.
How a synthetic lease is treated has implications not just for federal income tax and financial statements but also for sales tax, property taxes, and the calculation of a taxpayer’s property and sales factors. Although many of the larger states, such as California, Florida, New
York, and Texas, have specifically addressed the treatment of synthetic leases, many states have
not, thereby leaving the would-be tax researcher lost and befuddled.
Determining whether you have a true lease, a conditional sale, or another type of secured
financing, however, is just the beginning of your headaches. Other variables include industry
differences, location of the equipment, sourcing of the sales tax, and the length of the lease
period. Some common questions include the following:
• Is there a difference in sales tax treatment between a lease from an original equipment manufacturer and a construction company renting out idle equipment?
• If I lease a crane in Colorado for three years and then move it to Nebraska one year
later, do I continue to pay sales tax to Colorado on the lease payments, or should I
start remitting the tax now to Nebraska?
• If I paid sales tax up front on the lease in one state and then move the equipment to
another state, will the second state that charges sales tax on the monthly payments
give me credit for the tax paid to the first state?
• Does it matter whether the lease is for 6 months, 1 year, 5 years, or 10 years?
There may be specific treatment for the type of property. Vehicles and transportation
equipment, such as trucks, railcars, and airplanes, may be subject to different rules, not only
from other leased equipment but distinct from each other, as well. For example, leasing an
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automobile for personal use from a dealership may receive different sales tax treatment than
leasing an automobile at the airport from a national car rental establishment.
Are you still happy? Yes.Well, then, let us talk about tax base.Which of the following items
are included or excluded from the taxable lease payments:
•
•
•
•
•
•
•

Property taxes
Freight and delivery charges
Equipment maintenance and repairs, such as labor, parts, or both
Insurance
Casualty waivers
Late charges
Cancellation or termination fees

Sales
If a lease is an operating lease, the general rule is that sales tax is collected on the periodic
gross lease receipts. The makeup of the gross receipts becomes critical. For instance, if the
lessor is paying insurance, taxes, repairs and maintenance, and other items that may be nontaxable in the state of issue, it may be beneficial to investigate whether these items should
be separately stated to save the lessee sales or use tax on the lease payments. For example,
the Maryland Court of Appeals recently ruled that a payment to terminate a lease was not
subject to tax because the termination fee was not in consideration for the leased equipment
nor a consolidation of payments because the payment was “not part of the ‘taxable price’ of
the transaction.” Terminating a sale is not, in itself, a sale.19
If the lease is a financing lease that is, in essence, a conditional sale, the full amount of the
sales tax may be due at the inception of the lease because the lease is, in economic substance,
a sale. Again, this varies from state to state. Illinois, for example, holds that a conditional lease,
one in which there is a purchase option at the end of the lease, is subject to tax on the lease
payments. When there is no purchase option, the lease is considered a true lease, and the lessor must pay sales tax on the item at the time of purchase.20
Sometimes, there are leases between, what are for federal and state income tax purposes,
related parties. For example, two entities both belonging to the same consolidated or affiliated group may lease property to each other. Such leases may not be subject to tax. However,
the lessor must generally have paid the sales tax on the purchase of the property to be leased.
If sales tax was not paid on the purchase of the property, a use tax must generally be remitted,
or sales tax should be charged on the periodic payments. The state, somehow, must receive
sales tax from the transaction.
A major issue is when a lessor sells an item that has been leased. If the item was leased,
and sales tax was paid on the periodic lease payments, a significant amount of sales tax may
have been paid on the transaction. However, states will typically tax the value at which the
19
20

See Comptroller v. Citicorp, 884 A2d 112 (Md. 2005).
Illinois Revenue Department General Information Letter #ST 07-0136-GIL.
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formerly leased property is sold. Although this may result in a sales tax being paid on an
amount greater than what would have been the original sales price of the leased item, tax is
typically due on the full sales price.
The sales and use tax rules of a state should be analyzed to see whether the rental term is
significant. For example, short-term rentals of less than 30 days might be treated differently.
They may be nontaxable if a sales tax was paid on the original purchase of the equipment.

Purchases
Generally, items to be rented in the normal course of business can be purchased for resale by
the lessor.The rental is the ultimate resale of the item because sales tax is charged on periodic
rent payments as received. To purchase this way, the lessor typically gives a completed resale
certificate to the vendor, showing that the purchase is for resale. As with manufacturers or
other distributors, if the lessor uses the item, use tax should be remitted. If the item is both
used and rented, many states provide that a use tax is due and that sales tax must also be
collected on the periodic rentals. This is often the case, even though this would result in a
double taxation or could result in higher taxation than what would have been collected if the
property had been marked up and sold to an outsider. Some states (New York, for example)
require a tax payment at the time of purchase, particularly for motor vehicles.

Elections
Some states will allow lessors various elections. For instance, some states allow an election
with respect to paying tax up front on items to be leased and then leasing the items tax free.
This may depend on the type of item (automobile, computer, and so on) or may be contingent on the nature of the rental. If the rental is, for instance, for 30 days or less, the lessor may
have the option of paying sales or use tax up front and not charging it on the short‑term
rentals. Again, in leasing situations, a taxpayer should research the options available to the lessor and the appropriate taxation to the lessee. States usually will address these transactions in
detail in their regulations or other information bulletins.
On November 12, 2004, the Multistate Tax Commission (MTC) adopted a uniformity
proposal for determining the treatment of sales and use taxes on leasing transactions. Given
the influence of the MTC and the number of states that are members of the MTC, the uniformity proposal offers to bring some consistency to the current inconsistent treatment of
sales tax on leases.

Streamlined Sales and use tax agreement on Leases
The Streamlined Sales and Use Tax Agreement (SSUTA) specifically addresses two issues regarding sales taxes and leasing. First, the SSUTA provides in its “Library of Definitions” a
very broad definition of lease or rental. Specifically, lease or rental is defined as “any transfer
of possession or control of tangible personal property for a fixed or indeterminate term for
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consideration.”21 Notice that the definition refers to possession or control, not ownership. If
title passes upon the completion of the payments, then the transaction will not be a lease or
rental, but will be treated as “a security agreement or deferred payment plan.”22
Other exclusions from the definition of a lease or rental include providing a necessary operator along with the tangible personal property. The operator must do more than simply
“maintain, inspect, or set-up the tangible personal property.”23 Vehicle leases in which the
final lease payment is tied to the difference between the vehicle’s sales price and its book
value (as defined in Internal Revenue Code Section 7701[h][1]) are also excluded from the
definition of lease or rental.
It does not matter how the lease is treated for “generally accepted accounting principles,
the Internal Revenue Code,” or even, for that matter, other federal, state, or local provisions.24
In addition to providing a uniform definition for leases and rentals, the SSUTA also addresses the question of sourcing by providing a sourcing hierarchy beginning with destination, then shipping address, purchaser’s address, billing address, and ending with origin.
In brief, the general rule is that all retail sales shall be sourced by destination. So when a
product is picked up by the customer at the seller’s business location, the sale is sourced to
that business location. If the product is shipped to the purchaser’s location, the sale is sourced
to the purchaser’s location. However, if the shipped to, purchaser’s address, or billing address
is unknown, then the seller should charge the origin rate.
Except for the first payment, leases or rentals are sourced based upon the property’s primary location. The first payment is sourced according to the general rule for all retail sales.
Thus, leases or rentals of tangible personal property are usually sourced to the location where
the property is being used. That said, the SSUTA complicates the issue by providing an exception for transportation equipment. Transportation equipment, which includes locomotives, railcars, trucks, tractor-trailers, passenger buses, and aircraft, is sourced under the general
sourcing rule for all retail sales. In other words, the exception to the general sourcing rule
applies largely to leases or rentals of nonmobile tangible personal property.
Unfortunately, the SSUTA addresses only the definition and sourcing of leases and rentals
of tangible personal property. It is not clear just how to address licensing, leases, or rentals of
intangibles, such as patents, mailing lists, or database subscriptions, nor are the many questions regarding the tax base (for example, property taxes, insurance, cancellation fees, and so
on) addressed. In sum, although the SSUTA opens the door to simplification, it leaves so
many issues unresolved that you might want to hang on to that phone number your brotherin-law gave you about that truck-driving job.

21

22
23
24

Part I, “Administrative Definitions,” of appendix C, “Library of Definitions,” of the Streamlined Sales
and Use Tax Agreement (SSUTA).
Part I of appendix C of the SSUTA.
See footnote 22.
See footnote 22.
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Uniformity Recommendation for
Determining Sales and Use Tax
Priority for Leasing Transactions
Adopted November 12, 2004

A. STATEMENT OF BASIS AND PURPOSE
When leased property is moved from one state to another during the lease term, an unfair
burden can be placed on taxpayers because duplicative state taxes may be imposed on the
same lease. Some states accelerate the tax due requiring payment on the entire stream of
lease payments at inception. Others tax the lease payments as they become due. Some states
impose a tax on cost or value of leased property when purchased by the lessor, and then may,
or may not, impose additional tax when such property is subsequently leased.
The purpose of this statute/regulation is to establish standard rules (1) for claiming tax
credits to avoid double or multiple taxation of portions of a single leasing transaction, and
(2) to provide a basis for comparing the impact of different forms of state transaction taxes
on a leasing transaction.

B. SCOPE AND APPLICATION
1. This statute/regulation applies to all leases of tangible personal property, including, but
not limited to, property used for transportation.
2. This statute/regulation applies to:
3. all transaction-type taxes levied on leasing transactions by state and local jurisdictions
authorized to impose such taxes, and
4. nominal purchase option leases, finance leases, and conditional sales where such transactions are not distinguished from true leases pursuant to state law.
5. This statute/regulation is to be applied on a transaction-by-transaction, item-by-item
basis, including any unapplied credits accumulated, through lease extensions and/or renewals or where relevant, apply to payments imposed by the “subsequent state” during
or for a period subsequent to the period covered by the tax imposed by the “first state”,
as such terms are defined below. No excess credit resulting from a single leasing transaction may be applied to the tax due on a different leasing transaction. In no event may the
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credit exceed the total amount of tax due to a state respecting the portion of the lease
for which the credit is granted to eliminate double taxation.
6. This statute/regulation shall not be construed to authorize a state or local jurisdiction
to impose transactional taxes on leases of tangible personal property if such transactions
are exempt from tax under current state or local law.
7. Credits and refunds permitted by this statute/regulation may be claimed by the taxpayer
or by an assignee of the taxpayer where the cost of the tax has been passed on to the
ultimate consumer.
8. The examples provided below are illustrative only and are limited to the facts they
contain.

C. PRIORITY RULES
Under this statute/regulation, the “first state” means the state 1) where the lease originated,
2) where the leased property was delivered, and/or 3) where the property was previously
used. The “subsequent state” means the state to which the leased property is subsequently
relocated.
1. Where the first state at inception of the lease accelerates the tax due based on all or a
portion of the total lease payments and the subsequent state imposes tax either up-front
on the value or cost of the leased property or on the lease payments due after relocation
on a per payment or accelerated basis, the subsequent state will grant a credit against the
tax it levies equal to the portion of the accelerated payment covered by the period of the
tenancy in the subsequent state until that period or the credit is exhausted, whichever
first occurs. This credit is determined by multiplying the total accelerated payment in
the first state by a fraction, the denominator of which is the total number of months in
the period covered by the accelerated payment in the first state, and the numerator of
which is the number of months after relocation of the property remaining in the period
covered by the accelerated payment in the first state.
2. Where the first state imposes tax measured by the cost or value of the property subsequently leased but does not tax the lease payments and the subsequent state imposes tax
either up-front on the cost or value of the leased property or on the lease payments due
after relocation on a per payment or accelerated basis, the subsequent state will allow a
credit against tax payments due, until the credit is exhausted, equal to the portion of tax
paid in the first state that is covered by the useful asset life of the property spent under
the lease in the subsequent state.This is calculated by multiplying the amount of tax paid
to the first state at the time of purchase by a fraction, the denominator of which is the asset life of the property (deemed to be MACRS class life under 26 U.S.C. §168), and the
numerator of which is the remaining term of the lease after movement of the property
to the subsequent state.The credit shall be allowed only where the lessor documents the
first state’s tax on the initial purchase and the subsequent state would not tax both the
original sale and the subsequent lease payments.
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3. Where the first state continues to impose tax on each lease payment after the leased
property has left the state and the subsequent state imposes tax either upfront on the
cost or value of the leased property or on the lease payments due after relocation on
a per payment or accelerated basis, the first state will allow a credit against tax due on
post-relocation lease payments equal to the amount of tax paid in the subsequent state
on the cost or value of the lease property or on the accelerated lease payment until that
credit is exhausted, or on each lease payment on a per payment basis.
4. Where the first state imposes a tax on rental of tangible personal property and the property is relocated to a state that imposes an up-front tax on the cost of the property, the
subsequent state shall grant a credit equal to the lesser of: a) the 6 amount of tax paid to
the prior state on lease payments made during the term of the property’s use in that state,
or b) for an amount equal to the subsequent states tax rate times the difference between
the cost of the property and the fair market value of the property at the time of movement. In the event fair market value of the property cannot be determined, the tax basis
will be computed by subtracting straightline depreciation from the original cost of the
property. The asset life of the property will be deemed to be its IRC MACRS class life
for the purpose of calculating straight-line depreciation.
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About This Publication
Publication 862 provides contractors and their customers (property owners) sales and compensating use tax guidance for distinguishing between a capital improvement to real property
and repairs, maintenance, or installation services to real property. For this purpose, we include
a list of various activities with respect to real property and identify them as either a capital
improvement or a repair, maintenance, or installation service.
If a contractor does a capital improvement for a customer and the customer provides the
contractor with a properly completed Form ST-124, Certificate of Capital Improvement, no
sales tax is required to be collected from the customer. On the other hand, when a contractor performs a job that constitutes a repair, maintenance, or installation service to real property, sales tax must be collected from the customer, unless the contractor receives a properly
completed Form ST-119.1, Exempt Organization Certification, or other applicable exemption
document.
In determining whether a job is a capital improvement, please keep in mind that the installation of certain items listed as capital improvements on the following pages may not qualify
as a capital improvement if the items are installed by a commercial tenant as a trade fixture.
As a general rule, a contractor must pay sales tax to its supplier when it purchases tangible
personal property. It does not matter whether the tangible personal property will be used in
performing a capital improvement or a repair, maintenance, or installation service.
If you have questions about the material presented in this publication, please refer to the
back cover of this publication for the appropriate address or telephone number to contact
for more information.

Table of Contents
Part I—General Information
Tax on building materials
Frequently used exemption documents
90 day rule for exemption documents
Services to real property
Real property Tangible personal property
Capital improvement Leasehold improvements
Repair and maintenance Installation
Part II—Listing of Capital Improvements and Repair, Maintenance, and
Installation Services
Air cleaners
Air conditioners
Bathrooms
Brickwork
Central air conditioning
Chimneys
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Decks
Doors
Driveways, parking lots, and walks
Electrical Exterior
Fire, water, wind damage
Fireplaces
Floor coverings
Floors and floorings
Garage doors
Heating
electric
electric boiler
electric furnace
gas
heat pump
hot water
oil radiant solar steam
warm air duct system
wood burning furnace, boiler, stove
Hot water heaters
Humidifiers
Kitchens
Landscaping and yard care
Masonry
Miscellaneous
Painting
Patios
Plumbing
piping
sinks
toilets
tubs and showers
Roofs and roofing materials
Septic systems
Stairs
Sump pumps
Swimming pools
Ventilation
Walls
Windows
Yard care
Need help?
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Part I—General Information
Tax on building materials
As a general rule, if you are a contractor or a property owner, you must pay sales tax on your
purchases of building materials, unless some exemption applies, in which case you must provide an exemption certificate or other document to the supplier which indicates that no tax
is imposed or required to be collected when the building materials are purchased.
Frequently used exemption documents
Instead of receiving a tax payment, suppliers may accept certain exemption documents.
Examples of frequently used exemption documents and from whom they may be accepted
are:
From contractors
—— Form ST-120.1, Contractor Exempt Purchase Certificate
—— Form AU-297, Direct Payment Permit
From exempt organizations
—— Form ST-119.1, Exempt Organization Certification
From farmers and commercial horse boarding operations
—— Form ST-125, Farmers and Commercial Horse Boarding Operations Exemption
Certificate (For information on the newly expanded exemptions applicable to farmers and commercial horse boarding operations enacted
by Chapter 407 of the Laws of 1999, please see TSB-M-00(8)S.)
From a Qualified Empire Zone Enterprise (QEZE)
—— Form ST-121.6, Qualified Empire Zone Enterprise (QEZE) Exempt Purchase
Certificate (For information on sales and use tax exemptions afforded
to a QEZE enacted by Chapter 63 of the Laws of 2000, please see
TSB-M-01(1)S.)
From retailers
—— Form ST-120, Resale Certificate
From New York State and its political subdivisions and the United
States and its agencies
—— Government Purchase Orders
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90 day rule for exemption documents
If you are a contractor or supplier who makes a sale of services or building materials that is
exempt from tax, you must have a properly completed exemption document in your possession no later than 90 days after the service is rendered or you will be required to
collect tax and the purchaser will need to file a claim for refund of the tax with the Tax
Department.
Services to real property
Services to real property are classified as either a capital improvement or a repair, maintenance or installation service. Installation services include the installation of tangible personal
property which remains tangible personal property after its installation.
Real property
The term real property means real property, property or land as defined in the Real Property
Tax Law and includes but is not limited to:
•
•
•
•
•

land and vegetation growing on the land such as trees, shrubs, bushes, and grass;
buildings and structures erected upon, under, or above land, or affixed to the land;
utility lines, wires, and poles;
mains, pipes and tanks for conducting steam, heat, water, oil, gas, and electricity; and
boilers, heating, ventilating, lighting apparatus, and plumbing.

Tangible personal property
The term tangible personal property means corporeal personal property of any nature having a
material existence and perceptibility to the human senses including but not limited to materials, tools, equipment and supplies.
Capital improvement
A capital improvement is an addition or alteration to real property that:
• substantially adds to the value of the real property, or appreciably prolongs the useful
life of the real property;
• becomes part of the real property or is permanently affixed to the real property so
that removal would cause material damage to the property or article itself; and
• is intended to become a permanent installation.
However, the addition of a mobile home to real property is never a capital improvement,
regardless of how it is installed.
For special rules regarding when the installation of a floor covering constitutes a capital
improvement, see page 15.
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In the case of a capital improvement, if you are a property owner who:
• purchases materials and supplies only and you perform your own labor, you pay tax
to the supplier on the materials and supplies.
• purchases materials and supplies and hires a contractor to perform the labor, you pay
tax to the supplier on the materials and supplies, but you do not pay tax
to the contractor for the labor.
• purchases materials and supplies and labor from the contractor, you pay no tax.
In the case of a capital improvement, if you are a contractor who purchases materials
and supplies, you pay tax to the supplier and you do not collect any sales tax from
your customer.

Leasehold improvements
As a general rule, additions or alterations to real property for or by a tenant with respect to
leased premises are presumed to be temporary in nature. Consequently, they do not qualify
as capital improvements. However, these additions or alterations may qualify as capital improvements if there is a demonstrated intention to make them permanent (assuming the other
qualifications are met). For example, an intention of permanence would be demonstrated by a
provision in the building lease indicating that immediately upon installation title to the installation vests with the lessor and the installed property is to remain with the premises after
the termination of the lease.
If a lease does not contain these provisions, other factors such as the nature of the installation, or written agreements other than a lease provision may be considered in determining
the intention of the parties with respect to the permanence of the installation. Please see
TSB-M-83(17)S for further information on leasehold improvements.
Repair and maintenance
Repair and maintenance relates to keeping real property in a condition of fitness, efficiency,
readiness and/or safety or to restoring it to such condition.
In the case of a job that constitutes repair or maintenance, if you are a property owner
who:
• purchases materials and supplies only and performs your own labor, you pay tax to
the supplier on the materials and supplies.
• purchases materials and supplies and hires a contractor to perform the labor, you
pay tax to the supplier on the materials and supplies and to the contractor
for the labor.
• purchases materials and supplies and labor from a contractor, you pay tax to the
contractor on the total charge.
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In the case of a job that constitutes repair or maintenance, if you are a contractor who:
• purchases materials, you pay tax to the supplier, even though you are also required to collect tax from your customer. However, you are entitled to a refund or
credit of the tax that you paid on the materials that you transferred to the customer.
• purchases supplies, you pay tax to the supplier.

Installation
Installation services are services related to setting up tangible personal property or putting it
in place for use.
If you are a contractor who installs items such as washing machines, clothes dryers, dishwashers, refrigerators, furniture, etc., which when installed or placed in real property do not
become part of the real property, you must collect tax on your charge for the installation.
The individual charge for any of these items is also taxable as the sale of tangible personal
property.

Part II—Listing of Capital Improvements
and Repair, Maintenance, and Installation
Services
Capital improvement*

Air cleaners
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Installation of central air cleaner
systems
Original installation of ductwork
or required additional ductwork
Replacement of complete central air cleaner units

Repair, maintenance, or installation

Repair or replacement of the
following in self-contained or
central units:
• collector plates
• electronic plates
• filters
• power boxes
• return air ducts
• sails
Installation or replacement of
self-contained air cleaners
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Capital improvement*

Repair, maintenance, or installation

Air conditioners (other than
central air conditioning systems)
(see also - Central air conditioning)

Original installation or complete
replacement of through-the-wall
mounted units

Repair or replacement of the
following in in- window or
through-the-wall mounted units:
• air flow controls
• blowers
• casings
• compressors
• copper tubing
• fans
• fan motors
• filters
• grilles
• motors
Installation or replacement of
window air conditioners

Bathrooms
(see also - Electrical, Plumbing, and
Walls)

Complete remodeling of bathrooms (toilet, tub, and vanity)
Complete installation or replacement (including any necessary
fixtures) of:
• cabinets (permanent)
• exhaust fans
• floor tiles (if ceramic or
quarry type)
• sinks
• tile (floor or wall)
• toilets
• tubs
• tub or shower enclosures
• vanities
• wall tiles

Installation of free-standing
cabinets
Repair of:
• cabinets
• exhaust fans
• faucets
• mirrors
• shower heads
• sinks
• tile
• toilets
• tubs
• tub or shower enclosures
• vanities
Replacement of faucets and
shower heads

Brickwork
(see also -Chimneys,
Masonry)

Construction of new or complete replacement of brick:
• chimneys
• exterior surfaces
• fireplaces
• stairs or steps
• structures
• walls

Fixing cracks
Replacing damaged bricks
Repointing
Sandblasting

171

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

Capital improvement*

Repair, maintenance, or installation

Central air conditioning
(see also - Air conditioners)

Installation of central air conditioning systems
Original installation of ductwork
or required additional ductwork
Replacement of complete central air conditioning units

Maintenance contracts
Repair or replacement of:
• blowers
• coils
• compressors
• condenser coils
• control devices
• ductwork sections
• excess moisture drains
• fans
• filters
• refrigerant
• refrigerant tubes

Chimneys
(see also - Brickwork, Fireplaces,
Masonry)

Addition or complete replacement of flue or liner (metal or
foam)
Complete replacement of
chimneys
Installation of new chimneys

Chimney cleaning
Fixing cracks
Installation of spark arrestors
Repair of flues
Repointing
Sealing of flashings
Repair or replacement of:
• caps
• damaged bricks
• flashings
• loose mortar
• pots
• rain and draft deflectors

Decks
(see also - Patios)

Additions to decks
Installation or complete replacement of:
• entire decks
• floor of deck
• footings
• stairs
• railings
Water sealing, staining or painting of new decks

Cleaning of decks
Repair or partial replacement
of :
• decks
• floor of deck
• footings
• stairs
• railings
Water sealing, staining or painting of existing decks

172

Appendix 3B: Sales and Use Tax Classifications of Capital Improvement and Repairs to Real Property

Doors

Capital improvement*

Repair, maintenance, or installation

Closing off a doorway
Cutting of doorways
Installation or replacement of
doors, or doors and frames,
or storm doors with related
hardware
Painting, varnishing or staining a
new door

Addition of paneling to a door
Caulking (interior/exterior)
Elimination of binding or looseness
Installation of the following
items in an existing door:
• closers
• decorative moldings
• kickplates
• mailslots
• peepholes
• thresholds
• weather stripping
Repair of existing doors
Painting, varnishing, or staining
existing doors
Repair or replacement of:
• casing
• closers
• door frames
• door knobs
• glass panes
• handles
• head jambs
• hinges
• jambs
• locks or latches
• locksets
• panels
• saddles
• screens
• stiles
• stops
• thresholds
• top rails
• trim
• weather stripping
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Capital improvement*

Repair, maintenance, or installation

Driveways, parking lots, and
walks
(see also - Exterior, Landscaping and
yard care)

Installation or complete repaving
(resurfacing) of driveways, parking lots, and walks
Original landscaping of parking
lot islands
Original installation of gravel or
crushed stone driveway
Original striping (line painting)
on new parking lot

Replacement of:
• cobblestones
• crushed stone
• crushed stone with oil
Repairing and patching of holes
and cracks
Replacing sections of concrete
or blacktop driveways, parking
lots, and walks
Restriping, sealing, and dressing
Resurfacing of gravel or crushed
stone driveways with new gravel
or crushed stone
Maintaining or repairing of
parking lot islands, including
ongoing landscaping

Electrical

Complete wiring or rewiring of
structures or the upgrading of a
service
Additions to wiring systems; for
example, new circuits
In-wall installations of electrical wiring and communications
cables in connection with the
installation of burglar alarms or
security systems
Original in-wall installations of
telephone wiring, speaker wire,
computer cable or coaxial cable,
with the exception of the installation of telephone wiring installed by the telephone service
provider, in connection with the
telephone service that it is selling
or cable television cable installed
by the cable television service
provider in connection with its
service.
Original installation of:
• circuit breakers
• outlets
• receptacles
• switches

Installation of a dimmer switch
to replace an existing switch
Repair of:
• floor outlets
• fluorescent
• fixtures
• lighting fixtures
• main power boxes
• metal raceways
• multi-outlet strips
• outdoor lamppost
• wall boxes
• wall fixtures
• wiring
Replacement of:
• circuit breakers
• fluorescent fixture parts: (ballasts, starters, tubes)
• fuses
• light bulbs
• outlets
• receptacles
• switches
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Capital improvement*

Electrical (continued)

Original installation or complete
replacement of:
• add-on panels
• breaker panels
• ceiling fixtures
• door bells
• door buzzers
• door chimes
• floor outlets
• fluorescent
• fixtures
• main power boxes
• metal raceways
• multi-outlet strips
• outdoor lamp posts
• wall boxes
• wall fixtures
• wiring

Exterior
(See also - Driveways, parking lots
and walks, Landscaping and yard
care)

Additions to existing structures
Application of siding to structures
Complete replacement of
porches
Construction of:
• decks
• dormers
• footings
• foundations
• garages
• new homes
• new porches
• pole barns
Deepening existing water wells
Drilling or boring new water
wells
Excavation work if for a capital
improvement
Insulating structures

Repair, maintenance, or installation

Installation of:
• canvas awnings
• patching cracks
Painting of existing:
• awnings
• brickwork
• concrete
Repair of louvers and shutters
Repair or maintenance of:
• awnings (including canvas)
• exterior surfaces
• patios
• roof decks
• water well pumps
Repair, replacement, or maintenance of:
• canvas awnings
• fence pickets, posts, rails or
sections
• flashings
• gates
• shingles (partial)
• siding (partial)
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Capital improvement*

Repair, maintenance, or installation

Exterior (continued)

Installation of new or complete
replacement of existing:
• awnings (other than canvas)
• gutter and downspout systems
• fences
• louvers
• shutters
• water well pumps
Installation or complete replacement of permanent (non-floating) docks
Complete re-siding of structures
Painting of new structures

Excavation work - if for repair
and maintenance
Snow removal
Installation or replacement of
floating docks
Repair or maintenance of any
dock

Fire, water, wind damage

Rehabilitation of damaged
structures (See appropriate sections for work performed.)
Demolition of a building or
structure

Cleaning
Deodorizing
Refinishing floors
Removal of water or debris
Repainting
Replacement of broken glass

Fireplaces
(see also - Chimneys, Heating wood burning furnace, boiler, stove)

Installation or complete replacement of fireplaces (other than
freestanding units or inserts)

Cleaning
Fixing cracks
Repointing
Repair or replacement of:
• ash pits
• cold air inlets
• damaged bricks
• dampers
• damper controls
• fireboxes
• firebricks
• firechambers
• headers
• hearths
• lintels
• mantels
• smoke chambers
• smoke shelves
• warm air outlets
Installation, maintenance or
repair of freestanding fireplace
unit or insert
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Capital improvement*

Repair, maintenance, or installation

Floor coverings
Installation of carpet, carpet tile,
(See also-Floors and floorings, Bath- carpet padding, linoleum and virooms, Fire, water and wind damage) nyl roll floor covering, linoleum
tile, vinyl tile, and other similar
floor covering, as the initial
finished floor covering:
• in the new construction of a
building or structure; or
• in a new addition to an existing building or structure; or
• in the total reconstruction
of an existing building or
structure.
(The installation of floor covering under any other circumstance is not a capital improvement.)

Installation of carpet, carpet tile,
carpet padding, linoleum and vinyl roll floor covering, linoleum,
vinyl tile, and other similar floor
coverings in an existing building,
or in a building more than 6
months after the building has
otherwise been completed.
Repair maintenance or replacement of any of the above floor
coverings.

Floors and floorings

Installation or complete replacement of floorings such as wood
floor, floating wood laminate
floors, ceramic tile floor, terrazzo, marble, concrete and other
similar floors
Cleaning, sanding, waterproofing, painting, staining, varnishing
and waxing new floors
Raised flooring [see TSBM-98(2)S for more information]

Repair, maintenance or partial
replacement of floorings such as
wood floor, ceramic tile floor,
terrazzo, marble, concrete and
other similar floors
Cleaning, stripping, sanding,
waterproofing, painting, staining,
varnishing and waxing existing
floors

Garage doors

Installation or replacement of
complete garage doors
Installation or complete replacement of electric garage door
openers and controls
Painting, varnishing or staining
of new garage doors

Adjustment of spring tension
Lubrication of parts
Repair or maintenance of
electric garage door openers and
controls
Painting, varnishing or staining
of existing garage doors
Weatherstripping
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Capital improvement*

Repair, maintenance, or installation

Repair or replacement of:
• cables
• casings
• door frames
• door sections
• glass panes
• hinges
• jambs
• locks
• panels
• rollers
• saddles
• springs
• stiles
• stops
• tracks
• trim

Garage doors (continued)

Heating - electric

Addition to permanently installed electric heating systems
Installation or replacement of
permanently installed electric
heating units or systems

Cleaning
Maintenance contracts
Repair of baseboard heaters and
wall heaters
Repair or replacement of heating elements and thermostats

Heating - electric boiler

Installation or complete replacement of electric boilers

Cleaning of electric boiler
Maintenance contracts
Repair or replacement of:
• automatic airvents
• circulators
• controls
• drain valves
• expansion tanks
• heating elements
• pressure controls
• relief valves
• return lines
• supply lines
• thermostats
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Capital improvement*

Repair, maintenance, or installation

Heating - electric furnace

Installation or complete replacement of electric furnaces

Cleaning of electric furnaces
Maintenance contracts
Repair or replacement of:
• blowers
• condensers
• elements
• filters
• fuses
• low-voltage terminals
• relays
• sequencers
• thermostats
• transformers

Heating - gas

Installation or complete replacement of gas furnaces

Cleaning of gas furnaces
Maintenance contracts
Repair or replacement of:
• burner heads
• draft hoods
• filters
• main gas valves
• main shutoff valves
• pilot gas lines
• pressure regulators
• safety control valves
• safety thermostat elements
• vent pipes

Heating - heat pump

Installation or complete replacement of heat pump units

Cleaning of heat pump units
Maintenance contracts
Repair or replacement of:
• blowers
• coils
• compressors
• valves
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Capital improvement*

Repair, maintenance, or installation

Heating - hot water

Additions to hot water systems
Installation or complete replacement of hot water boilers or
systems
Original insulation of new or
replacement piping systems

Bleeding of radiators
Cleaning
Flushing of boilers
Maintenance contracts
Repair or replacement of:
• air vent valves
• boiler tubes
• circulating pumps
• coils
• drain cocks
• expansion tanks
• furnace controls
• main shutoff valves
• piping sections
• pressure reducing valves
• pressure-relief valves
• radiators
• return mains
• risers
• supply mains
• thermostats
• thermocouples
• water supply lines

Heating - oil

Installation or complete replacement of oil burner guns
Installation or complete replacement of oil furnaces or boilers
Original installation or replacement of oil Tanks

Cleaning of oil furnaces or
boilers
Maintenance contracts
Repair of oil burner guns
Repair or replacement of:
• air tubes
• blowers
• fuel lines
• motors
• oil - level control valves
• refractory firepots
• stack-control relays
• storage tanks
• strainer pumps
• transformers
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Capital improvement*

Repair, maintenance, or installation

Heating - radiant

Additions to radiant systems
Complete replacement of radiant
systems
Installation of radiant systems

Cleaning of radiant systems
Maintenance contracts
Repair or replacement of:
• balancing valves
• circulating pumps
• coils
• common returns
• drain cocks
• feed lines
• furnace controls
• returns
• shutoff valves
• tanks (to trap air)
• thermostats
• vents

Heating - solar

Additions to permanent solar
systems
Installation or replacement of
permanent solar systems

Cleaning of solar heating systems
Maintenance contracts
Repair or maintenance of solar
heating systems

Heating - steam

Additions to steam systems
Installation or replacement of
steam boilers or systems
Insulation of piping systems

Cleaning of steam systems
Maintenance contracts
Repair or replacement of:
• air vents
• drain cocks
• drain plugs
• piping (sections)
• radiators
• reducers
• safety valves
• shutoff valves
• steam gauges
• steam mains
• thermostats
• water gauges
• water supply lines
• wet returns
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Capital improvement*

Repair, maintenance, or installation

Heating - warm air duct
system

Additions to warm air duct
systems
Installation or replacement of
warm air duct systems
Original insulation of new or
replacement duct systems

Cleaning of warm air duct
systems
Repair or replacement of:
• angle boots
• balance dampers
• cold air returns
• duct sections
• elbows
• endcaps
• floor diffusers
• plenums
• plenum takeoffs
• side stack takeoffs
• starting collars
• supply stackheads
• top stack takeoffs

Heating - wood burning
furnace, boiler, stove
(see also - Fireplaces)

Installation or replacement of
wood burning furnaces or boilers
Original installation of wood
burning stoves (Including
strengthening floors and fireproofing walls and floors)

Cleaning of wood burning furnaces, boilers and stoves
Maintenance contracts
Replacement of wood burning
stoves
Repair and maintenance of
wood burning furnaces, boilers
or stoves

Hot water heaters

Installation or replacement of
hot water heaters

Cleaning of hot water heaters
Maintenance contracts
Repair or replacement of:
• anode rods
• burners
• casing covers
• connectors
• drain pipes
• drain valves
• draft diverters
• flue baffles, bodies or collars
• glass inner tanks
• heating elements
• inlet-outlet pipes
• outlet pipes
• tank linings
• temperature control knobs
• temperature-pressure relief
valves
• thermocouples
• thermostats
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Capital improvement*

Repair, maintenance, or installation

Humidifiers

Installation or complete replacement of permanently installed
humidifiers

Cleaning of humidifiers
Maintenance contracts
Repair or replacement of:
• evaporator pads
• fans
• motors
• trays

Kitchens
(see also - Electrical, Plumbing, and
Walls)

Installation or complete replacement of:
• built-in dishwashers
freezers
ranges
refrigerators
ovens
• countertops
• ducted hoods
• exhaust fans
• garbage disposals
• kitchen cabinets
• sinks
• water softeners
Painting, varnishing or staining
of new kitchen cabinets
Complete reconditioning of
kitchen cabinets

Installation of ductless hoods
Installation of free-standing appliances
Painting, varnishing or staining
of existing kitchen cabinets
Repair or maintenance of:
• cabinets
• countertops
• dishwashers
• ducted or ductless hoods
• exhaust fans
• faucets
• freezers
• garbage disposals
• ovens
• ranges
• refrigerators
• sinks
Replacement of:
• cabinet doors
• faucets
• portions of countertops
• portions of cabinets
• portable dishwashers freezers
ranges refrigerators
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Landscaping and yard care
(see also - Driveways, parking lots,
and walks, Exterior)
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Capital improvement*

Repair, maintenance, or installation

Original installation or complete
replacement of:
• fences (permanent)
• flagstone walks patio block
or other
• types of walks
• fountains (except free standing)
• gates
• lawns or complete sections*
of a lawn
• ponds (permanent)
• retaining walls
• rock gardens
• underground lawn sprinkler
systems
Planting or replacing perennials
Planting or replacing of shrubs
and trees
Original installation of gravel or
crushed stone paths
Original installation or complete
replacement of concrete and
blacktop sidewalks
Resurfacing of blacktop sidewalks
• A “complete section” of a
lawn is a section surrounded
by driveways, buildings, walks,
structures or other barriers
which divide it from other
sections of lawn.

Application of fertilizers, herbicides and pesticides
Installation of free standing
fountains
Installation of temporary or
moveable ponds
Maintenance contracts
Mowing of lawns
Planting of annuals
Pruning, winter banking, fertilizing of trees and shrubs
Removal without replacement
of trees or shrubs (when not part
of a capital improvement project)
Repair of walks; adding stone,
replacing damaged patio blocks
or bricks, releveling walks, repairing cracks in concrete
Repair of fences and gates
Repair or replacement of the
following in underground lawn
sprinkler systems:
• centrifugal pumps
• pump controllers
• remote control valves
• sections of piping
• sprinkler controllers
• sprinkler heads
Repairing sections of retaining
walls
Replacement of fence fabric
Reseeding or overseeding of
lawns
Sodding bare spots
Straightening or repairing retaining walls

Appendix 3B: Sales and Use Tax Classifications of Capital Improvement and Repairs to Real Property

Capital improvement*

Repair, maintenance, or installation

Masonry
(see also - Brickwork, Chimneys)

Installation or complete replacement of:
• block walls
• brick walls
• footings
• foundations
• walks
• poured concrete
posts
slabs
sidewalks
stairways
walls

Repair or partial replacement of:
• block walls
• brick walls
• footings
• foundations
• walks
• poured concrete
posts
slabs
sidewalks
stairways
walls

Miscellaneous

Asbestos removal (when done
as part of a capital improvement
contract)
Debris removal from construction sites (when done as part of a
capital improvement contract)
Fire sprinkler system installed
or replaced in ceilings and connected to water supply systems
Installation or complete replacement of elevators
Installation or complete replacement of:
• attic fans (permanently installed)
• fire or smoke detectors (permanently installed)
• central vacuum systems
• suspended ceilings
Installation of winter protection,
Temporary heat, electric and
plumbing at construction sites

Asbestos removal (when done as
part of a repair or maintenance
contract)
Debris removal from construction sites (when done as part of a
repair or maintenance contract)
Installation or replacement of:
• attic fans (removable)
• independent smoke or heat
detectors
• mail boxes (installed on wall
• or post)
• smoke detectors (battery
operated)
Periodic maintenance services
on elevators and escalators
Pest control
Repair or maintenance of central vacuum systems
Repair or maintenance of elevators

Painting

Painting of new buildings, struc- Painting or repainting of existing
buildings, structures, or parts
tures, or additions
thereof
Painting of any new additions
or installations that constitute
capital improvements
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Capital improvement*

Repair, maintenance, or installation

Patios
(see also - Decks)

Installation or complete replacement of:
• blacktop patios
• concrete patios
• flagstone, block or brick patios
• patio roofs
• wood patios
Painting, varnishing or waterproofing new patios

Painting, varnishing or waterproofing existing patios
Repair or maintenance of patios
Repairing and patching of holes
or cracks
Replacing sections of concrete
patios
Replacement of blocks and
flagstones

Plumbing - piping

Additions to piping systems
Excavation required for installation or complete replacement of
piping systems
Original insulation of new or
replacement piping systems
Installation or complete replacement of:
• garbage disposals
• piping systems
• sprinkler systems
• water softeners
• water pumps

Repair of pipes and fittings
Repair of sprinklers, water softeners and well pumps
Repair or replacement of:
• air chambers
• cabinets
• relief valves
• shutoff valves
• storage tanks
• traps
Thawing frozen pipes
Unclogging of main drain pipes

Plumbing - sinks

Installation or complete replacement of sinks and necessary sink
fittings

Repair or replacement of:
• aerators
• bottom cages
• couplings
• diverter assemblies
• escutcheons
• faucets
• handles
• handle assemblies
• hose assemblies
• hose guides
• inlet seals
• locknuts, connectors
• packing nuts
• seats
• spouts
• spray heads
• stems
• traps
• washers
Unclogging of sink drains
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Capital improvement*

Repair, maintenance, or installation

Plumbing - toilets

Installation or complete replacement of toilets and necessary
toilet fittings

Cleaning
Repair or replacement of:
• float arms/balls
• flush handles
• guide arms
• inlet valves
• lift wires
• plungers
• tank balls
• tank drains
• toilet seals
• toilets seats
• trip sleeves
• tubes
• valve seats
• washers
Unclogging of toilet drains

Plumbing - tubs and showers

Installation or complete replacement (including necessary
fittings) of:
• Shower stalls
• Tubs
• Tub enclosures

Cleaning
Repair of enclosures
Repair or replacement of:
• automatic diverters
• cartridges
• ears
• faucets
• faucet heads
• handles
• red flats
• retainer clips
• shower bases
• shower heads
• stems
• stop tubes
• traps
• washers
Unclogging of tub-shower
drains
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Capital improvement*

Repair, maintenance, or installation

Roofs and roofing materials

Complete replacement of a
roof or roofing materials (entire
building), or the complete side
of a peaked roof, or the complete roof or roofing materials
on a wing, turret, dormer, etc.
Installation or replacement of
complete gutter and downspout
systems
Original installation of all types
of roof systems including accessories

Application of roof coating or
resaturants to existing roofs
Cleaning and repairing of all
types of roof systems, gutters,
downspouts, drains, etc.
Repair or spot replacement of all
types of roofs or roofing materials (asphalt, shingle, slate, tile,
built-up, metal, single ply)
Repair or replacement of the
following items or accessories:
• copings
• cornices
• drip edges
• electric heating tape
• expansion joints
• flashings (all types)
• gravel stops and fascias
• gutter and downspout systems
(partial)
• heating cables
• louvers and screens
• metal or composition valleys
• metal ornaments
• metal stacks
• rain and draft deflectors
• shingles (all types)
• skylights and scuttles
• snow guards
• snow slides
• ventilators

Septic systems

Excavation required for installation
Installation or complete replacement of:
• distribution boxes
• dry wells
• grease traps
• leach fields
• lines
• seepage pits
• septic tanks

Cleaning or pumping out of
septic tank
Excavation required for repair or
maintenance
Repair or maintenance of:
• distribution boxes
• dry wells
• grease traps
• leach fields
• lines
• seepage pits
• septic tanks
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Capital improvement*

Repair, maintenance, or installation

Stairs

Installation or complete replacement of sets of stairs or staircases
Painting, varnishing or staining
of new stairs or staircases

Eliminating squeaks
Painting, varnishing or staining
of existing stairs
Repair or replacement of:
• balusters
• handrails
• newels
• risers
• termite damage
• treads
• wet and dry rot
Tightening of loose balusters

Sump pumps

Digging of sump pump holes
Installation or complete replacement of permanent sump pumps

Installation or replacement of
portable sump pumps
Repair or replacement (in
permanent or portable sump
pumps) of:
• electrical cords
• floats
• motors
• piping and connectors
• pump suction heads
• shutoff switches

Swimming pools

Installation of in-ground swimming pool, including excavation
work done in connection with
the installation
Original installation or complete
replacement of:
• heater for in-ground swimming pool
• liner for in-ground swimming
pool

Installation or replacement of:
• above ground swimming pool
including excavation work
done in connection with the
installation
• pumps, filters etc.
• heater for above ground
swimming pool
Repair or maintenance of above
ground or inground swimming
pool, including:
• cleaning
• repairing of liners
• repairing pumps and heaters

Ventilation

Installation or complete replacement of permanent:
• attic fans
• exhaust fans
• gable vents
• roof vents
• soffit vents
• wind turbines

Installation or replacement of
portable attic fans
Repair, maintenance or replacement of the following in
permanent or portable attic or
exhaust fans:
• bearings
• blades
• motors
• shutters
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Capital improvement*

Repair, maintenance, or installation

Walls

Baseboards and trim installed in
connection with paneling walls
Baseboards and trim installed
on new or completely replaced
walls
Complete paneling of new or
existing walls
Finishing of new or completely
replaced walls
Installation or complete replacement of tile walls
Installation or complete replacement of a wall
Original insulation of new or
completely replaced walls
Painting of new or completely
replaced walls (including murals)
Removal of a wall
Wallpapering of new or completely replaced walls
Waterproofing new or completely replaced walls

Cleaning
Fixing nail pops
Painting of existing walls (including murals)
Patching cracks
Regrouting of ceramic tile
Repair of:
• dents
• split wallboard tape
• termite damage
• wet and dry rot
Replacement of:
• ceramic fixtures
• damaged ceramic tiles
• existing baseboards, molding,
trim
• wallboard panels
• wood panels
Stopping water leaks
Taping of existing walls
Wallpapering of existing walls

Windows

Application of window film
or coating in connection with
original installation or complete
replacement
Caulking of new or completely
replaced windows
nstallation or complete replacement of permanent combination
storm windows
Installation or complete replacement of complete windows
(frames and sashes)
Painting, varnishing or staining
of new or completely replaced
windows
Installation or complete replacement of permanent window
shutters

Applying putty, window film or
coating to existing windows
Caulking of existing windows
(interior/exterior)
Eliminating sticking
Installation of:
• drapery rods/ hardware
• shades
• valances
• Venetian blinds
• window quilts
Lubricating sashes
Painting, varnishing or staining
of existing windows
Repair of:
• broken glass
• termite damage
• wet and dry rot
• windows
• window frames
• window sills
Replacement of:
• aprons
• balances
• frames
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Capital improvement*

Windows (continued)

Repair, maintenance, or installation

• hardware (latches, handles,
locks, etc.)
• inside stops
• parting strips
• pocket covers
• sash balances
• sash cords
• sash stiles
• sash weights
• sash weight pulleys
• side casings
• side jambs
• stools
• storm windows panes or
screens
• window frames
• window panes (glass or plastic)
• window sills
• yoke or head jambs
Weatherstripping

Yard Care
(See - Landscaping and yard care)
*

Items characterized in this Part as Capital Improvements will not qualify as capital
improvements if they are installed for a tenant and the lease provides that they must be
removed at the end of the lease if the item is otherwise intended not to be permanently
installed. Please see “Leasehold improvements” on page 8 of this publication.
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Other Exemptions and Problem
Areas
Introduction
We have previously covered specific industry exemptions and rules for retailers, manufacturers, and various service industries. Many of those rules apply to other activities or businesses
in general. This chapter will cover exemptions and problems that have not been addressed
previously. As with most other topics in this book, the rules will vary significantly from state
to state. Accordingly, your focus in reviewing these issues for a specific state would be to
recognize the issue and then research its appropriate tax treatment.
The issues discussed subsequently will usually be easy to research for any specific state because they arise frequently, and most states have specifically addressed them by statute, regulation, or other administrative pronouncement. Although these issues are far from all-inclusive,
several of the more pervasive ones are covered.

Application Service Providers, Software as a
Service, and Cloud Computing
Whenever state and local tax accountants gather together, whether for conferences or a beer
after work, the conversation inevitably turns to application service providers (ASP), software
as a service (SaaS), and cloud computing.Why? Because no one knows whether they are taxable and, if so, how they should be taxed. The problem is that simple. The three terms often
overlap in common everyday usage, but an ASP or a SaaS provider is a business that provides
its computer-based services (software, databases, and so on) over a network or the Internet.
Whether it is called SaaS or ASP or on-demand software, the activity can include providing
a single software service for payroll or credit card payments or integrated industry software
for architectural firms, dentists, or doctors. In any case, the service provider owns, operates,
and maintains a software program on a server or servers and makes access to the software
available for a fee. In short, the business provides a hosted service over the Internet. The fee
may be on an on-demand; a per use; a monthly; or, less frequently, an annual basis, usually
as some sort of subscription. The benefit to customers is that they can reduce their costs
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by outsourcing part of their IT function and shift concerns about protection, updates, and
maintenance to a third party. The term cloud computing is even broader and has been defined
to include everything from Facebook; Hotmail, Yahoo, and Google mail; Twitter; YouTube;
Flickr; eBay, TripAdvisor; and WordPress to the various software applications that fall under
ASP and SaaS.1
There are several unresolved tax issues with respect to ASP, SaaS, and cloud computing.
First, does the service provider have nexus with a state when none of its operations or servers
is in the state? Second, is the service provided a nontaxable service; a taxable service; or even,
perhaps, a rental or lease of tangible personal property (that is, the software)? Third, if it is a
taxable service, where is the service provided: at the vendor’s location, the server location,
or the customer’s location? This is a fundamental problem for sales tax because as Gertrude
Stein said of Oakland, California, “There is no there, there.” The Internet, by definition, is
everywhere and nowhere, and state sales tax statutes, all of which were written long before
the advent of computers, let alone the Internet, provide little or no guidance on this problem. So what is a taxpayer or tax professional to do? In short, when confronted with having
to determine if ASP, SaaS, or cloud computing are taxable, the steps to take in your analysis
should be as follows:
• Does the state have nexus to tax either the taxpayer or the transaction? Be sure to
consider not just the server location but also the location(s) of the users.
• If there is nexus, does the state specifically impose tax on these transactions either
as property or services? How does the state characterize the transaction? Pay close
attention to the invoices being generated by the sale and the underlying agreements
or contracts. The character of the transaction will have an impact on the application
and availability of exemptions.
• If the transaction is a taxable service, where is it sourced? Is the characterization
of the sale determinative and consistent with the state’s treatment? In other words,
watch out for states that characterize the sale as one of tangible personal property
but source it as a service, or vice versa.
• Document your position and the reasoning behind it. Documentation not only
reminds you two years from now of the how and why of your thinking but can
also serve to ward off auditors who are uncertain about their state’s position or lack
thereof.
So far, only a handful of states have specifically addressed ASP, SaaS, or cloud computing.
Washington may be the only state that has specifically addressed the issue by legislation and
statute. Most of the other states have relied on administrative releases, letter rulings, and
audit practices to set out their policy positions, and when they do, they often try to apply
their rules regarding software to these new technologies. For example, a few states have
started taxing digital downloads, but many of them still limit the tax to items that were the
functional equivalent of tangible personal property, such as books, movies, and music. Those
1

See Janna Quitney Anderson and Lee Rainie, “The Future of Cloud Computing,” Pew Internet &
American Life Project (June 2010).
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states include Kentucky, Mississippi, New Jersey, North Carolina,Vermont, Washington, and
Wisconsin. Kentucky’s statute taxes audio works (music), digital books, photographs, magazines, newspapers, greeting cards, and electronic games.2 Washington, however, has a much
broader statute that taxes digital services, specifically, a “service that is transferred electronically that uses one or more software applications.”Washington’s statute even applies to digital
codes that provide purchasers with a right of access.3 Kansas, the land of Dorothy, Toto, and
the Jayhawks, is one of only a few states that have addressed ASP directly by ruling that
“charges by an ASP for its services are not subject to tax.”4 Texas taxes SaaS as data processing, and South Carolina taxes it as part of its sales tax on communications services.5 New
York holds that SaaS provides customers constructive possession of prewritten software and,
thus, is subject to tax.6 Other states follow New York’s lead by arguing that SaaS is really just
a lease of prewritten software, and because the customer has constructive possession of the
software, sales tax is due on the monthly fees or charges as lease payments.
State legislatures are facing severe budget shortages, and with the start of new legislative
sessions in January 2012, there is no doubt that more states will be following Washington’s
lead. Taxpayers and tax practitioners should expect to see significant new developments in
this area during 2012. Stay tuned.

Bad Debts
Because cash-basis taxpayers do not record income or the accompanying sales tax until the
actual cash is received, they do not have bad debts. Accrual-basis taxpayers selling goods on
credit, however, are allowed bad debt deductions. Although almost every state provides for a
bad debt deduction with respect to sales tax, the deduction is limited to only those debts specifically written off.The reserve method is not allowed in calculating bad debts. In fact, many
states will only allow a bad debt for sales tax when a bad debt deduction has been taken on
the federal or state income tax return under Internal Revenue Code (IRC) Section 166. For
example, a retailer with a private label credit card program wrote off as service fees amounts
paid to finance companies that were not properly allowable as bad debts under IRC Section
166. The Indiana Tax Court disallowed the deduction.7
The mechanisms for claiming the bad debt vary from state to state. Some states encourage
vendors to make an adjustment on an ensuing sales tax return for small bad debt write-offs.
Other states require refund claims to be filed.
In recent years, there has been some controversy over whether the assignee of an accounts
receivable can claim a bad debt deduction. Specifically, is a bank or factor, which purchases
2
3
4

5

6
7

See Ky. Rev. Stat. §§139.200(1)(b) and 139.310.
Wash. Rev. Code §82.04.050(8).
Kansas Information Guide No. EDU-71R(IV)(i) (July 23, 2010). See also Private Letter Ruling No.
P-2011-004 (June 16, 2011).
Tex. Tax Code §151.0035; Tex. Comptroller Decision No. 47,246 (Nov. 7, 2007); S.C. PLR No. 10-2
(July 29, 2010); and S.C. Rev. Rul. 05-13 (Aug. 21, 2005).
New York Advisory Opinion TSB-A-09(33)S (Aug. 13, 2009) and TSB-A-09(44)S (Sept. 24, 2009).
Home Depot U.S.A., Inc. v. Indiana, 891 NE2d 187 (Ind. 2008).
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a vendor’s receivables, eligible for a bad debt deduction against its sales tax liabilities? The
answer to this question is often determined by whether state law provides that a person acquiring receivables or installment contracts acquires all the rights held by the initial vendor.
Courts in Washington and Indiana have ruled in the affirmative, but courts in Kansas and
New York have found differently.8
Despite an occasional victory, most taxpayers have lost in their efforts to assign bad debt
deductions. See, for example, two recent decisions handed down on the same day by the
Arkansas Supreme Court: DaimlerChrysler Services North America LLC v. Weiss, Dkt. No.
04-284 (December 16, 2004), and Weiss v. American Honda Finance Corp., Dkt. No. 04-617
(December 16, 2004). In 2005, DaimlerChrysler, which seems intent on litigating this issue in every state court, continued to lose. See DaimlerChrysler Services North America LLC
v. Dept. of Revenue, 110 P3d 1031 (Ariz., 2005); DaimlerChrysler Services of North America
LLC v. Commissioner of Revenue, 875 A2d 28 (Conn., 2005); and Department of Taxation v.
DaimlerChrysler Service North America LLC, 119 P3d 135 (Nev., 2005). See also, Conseco
Finance Corporation and Wells Fargo Financial Kentucky, Inc. v. Revenue Cabinet, No. 2004-CA001838-MR (Kt. Ct. App., 11/23/05).The key to victory often seems to lie in the individual
state’s contract law, rather than sales tax statutes (that is, whether the assignee fully steps into
the shoes of the assignor).

Coupons, Discounts, and Rebates
A distinction must be drawn between vendor or store coupon and manufacturer’s coupons.
The first represents a direct reduction in the sales price of the goods being sold. Consequently,
most states provide that the sales tax is on the reduced price. Manufacturer’s coupons, however, represent a reimbursement to the vendor, and because there is no real reduction for the
vendor in the sales price, there is no accompanying allowance for a reduction in the sales tax
that is due. States vary in their treatment, however, so each state’s statutes must be consulted.
For some of the variety of treatment, see Keystone Chevrolet Co. v. Kirk, 372 NE2d 651
(Ill. 1978) ($500 manufacturer’s rebate is not an allowable reduction in the sales price); New
Cornelia Cooperative Mercantile Co. v. Arizona State Tax Commission, 533 P2d 84 (Ariz. App. Div.
2, 1975) (cash rebate based on purchase volume is not an allowable deduction); Tyler Lumber
Co. v. Logan, 195 NW2d 818 (1972) (patronage dividends are not an allowable adjustment
to purchase price); Frank J. Klein & Sons, Inc. v. Comptroller of the Treasury, 197 A2d 243 (Md.,
1964) (2 percent discount for prompt payment is not an allowable deduction); and prompt
payment discounts and volume discounts were allowed in Colonial Pipeline Co. v. Clayton, 166
SE2d 671 (N.C., 1969); Columbus Southern Lumber Co. v. Peck, 113 NE2d 1 (Ohio, 1953); and
Kitsap-Mason Dairymen’s Association v. Washington State Tax Commission, 467 P2d 312 (Wash.,
1970).
8

See Puget Sound National Bank v.Washington, 868 P.2d 127 (1994); Chrysler Financial Co., LLC, Co. v.
Indiana, 761 N.E.2d 909 (Ind. 2002); Appeal of Ford Motor Credit Co., Kansas Board of Tax Appeals, No.
2000-2690-DT (Kan. Bd. Tax App. November 15, 2001); and In re General Electric Capital Corp., DTA
No. 816785 (N.Y. Tax App. Trib. December 27, 2001).
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Generally, discounts or rebates offered at the time of sale reduce the taxable sales price.
Discounts or rebates dependent upon a later contingency, such as early payment or volume
purchases, are generally not allowed as a reduction in the sales price. In short, discounts usually cannot be anticipated but must be contemporaneous with the sale to reduce the taxable
sales price.
Recently, the question has been raised about whether the sale of coupons themselves are
subject to sales tax. For example, fund-raising groups often sell coupon books that are nothing more than a collection of discount coupons. Is the sale of a coupon book the sale of
tangible personal property upon which sales tax is due? It is the sale of a book like any other
book. However, many argue that the true or real object of the transaction is not the book per
se but the discounts represented by the coupons (that is, the book is really a sale of intangibles
and not subject to tax). After all, would anyone purchase the book if all the coupons were
expired? See Catalina Marketing Sales Corp. v. Dept. of Treasury, 678 NW2d 619 (Mich. 2004),
for an interesting discussion of coupons, mixed transactions, and the real object test.
In 2009, television stations in the United States stopped broadcasting in analog and
switched to digital-only broadcasting.Those people without a cable or satellite hookup who
wished to continue using their analog television sets were required to purchase a converter
box. The federal government offered $40 coupons that could be used to purchase the boxes.
Several states issued guidance on how sales tax should be applied to sales involving the
coupons. Those states included Connecticut, Florida, Illinois, Massachusetts, Nebraska, New
Mexico, New York, North Carolina, Ohio, Pennsylvania, South Carolina, Texas, Utah, and
Wisconsin. Unfortunately, there is not universal agreement on how the coupons should be
handled for sales tax. That said, most states are treating the coupons no differently than any
other manufacturer’s coupon. In other words, because the retailer is being reimbursed, there
is no reduction in the sales price and, accordingly, no reduction in the sales tax due; however,
differences in application abound. For example, Ohio ruled that the coupon cannot be used
to reduce the sales tax due.9 The Ohio information release provides the following example:
Selling price of the converter box:
Sales tax at 7.0%
Subtotal
Less coupon (up to a maximum of $40)
Customer pays:

$ 35.00
$ 2.45
$ 37.45
$ 35.00
$ 2.45

Because many states have yet to issue guidance on this issue, retailers will have to continue
to monitor state developments.
The Cash for Clunkers program prompted a similar debate over the car rebates as over the
coupons. Was sales tax due on the price of the car before the rebate or after?
9

Sales and Use Tax Information Release ST 2008-01: Television Converter Box Coupons (February 26,
2008).
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The states were fairly evenly divided in their positions, which often reflected their stands on
coupons. The following states held that the rebate reduced the tax base (sales taxable price):
Arizona, California, Connecticut, Florida, Georgia, Indiana, Kansas, Kentucky, Louisiana,
Massachusetts, Mississippi, Minnesota, Texas, and Wisconsin. The following states held that
the rebate did not reduce the tax base: Colorado, Idaho, Illinois, Iowa, Nebraska, Nevada,
New Jersey, New York, Ohio,Virginia, and Washington.
The most recent type of coupon is the deal-of-the-day coupon issued by such businesses
as Groupon or LivingSocial. These companies provide websites that solicit customers to
purchase vouchers, or coupons that offer discounted prices, allowing the purchasers to buy
products or services from the retailer that is offering the deal of the day. New York and
California have provided guidance regarding the application of their sales taxes to these type
of coupons. For both states, the sale of the coupon to the purchaser is not subject to sales tax
because it is a sale of an intangible: an intangible right to purchase goods or services at a later
time. Both states treat the coupon like a gift card in that sales tax is due when the purchaser
redeems the coupon for taxable property or services. The retailer’s gross receipts subject
to tax include the consideration paid by the purchaser for the coupon plus any additional
cash, credit, or other consideration paid to the retailer. See New York’s TSB-M-11(16)S and
California’s Special Notice L-297, California State Board of Equalization, November 2011.

Digital Goods
Today, many goods are delivered electronically that once were delivered in tangible form,
including books, reports, photographs, movies, and music. (Computer software is broken out
later in the text as a separate topic.) The sales tax implications of this technological change
are significant. The key question is whether an item purchased and stored electronically is
still considered to be tangible personal property. Because most state statutes tax only the sale
of tangible personal property, a decision that these items are not tangible significantly erodes
a state’s tax base. For example, global sales of downloaded music alone in 2007 were $2.9 billion dollars. The change in technology also raises a secondary question regarding the true
object of the transaction. Is the customer purchasing tangible personal property or a service?
A good example is an accountant’s purchase of a tax service. In the past, the tax service
provided its material in multivolume sets of books costing thousands of dollars.There would
be volumes dedicated to statutes, regulations, court cases, and commentary. In that instance,
it was clear that the accountant was purchasing tangible personal property, and the books
were subject to sales tax. Today, however, the accountant simply pays for a password that allows the accountant to access the tax service on a server located who knows where. There
are no longer any books to tax. So, is the tax service no longer subject to tax? Can the state
still maintain that the password payment for access is still subject to sales tax as a purchase of
tangible personal property? If so, where did the sale take place: at the accountant’s office, the
server location, or the site accepted for payment? In fact, can an argument to be made that
the accountant’s true object of the transaction was never the books but simply access to the
information stored within? In other words, has the technology changed the taxable nature
of this formerly taxable transaction?
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Box 4-1 outlines the states that have reacted to the digitizing of taxable goods in a variety
of ways.

Box 4-1: States Recognizing Digital Taxable Goods

• New Jersey enacted legislation (effective October 1, 2006) to include digital property as taxable. Digital property now includes electronically delivered music, ringtones, movies, books,
and audio and video works in which the customer is granted a right or license to use, retain,
or copy the item.1
• Missouri held that the separately stated sale of music downloads for electronic jukeboxes
was not subject to sales and use tax because the sale did not constitute a sale of tangible
personal property.2
• Texas ruled that electronically downloaded music was a retail sale of tangible personal
property because “the downloaded music causes a physical change to the medium on
which it is stored [so] is can be measured and is tangible personal property.”3
• Kansas ruled that downloaded music is neither taxable tangible personal property nor a taxable enumerated service and, thus, is exempt from sales tax.4
• Illinois and New York have both held that downloaded music is not the purchase of taxable tangible personal property. See Ill. Dept. of Rev. Gen’ Info. Ltr. Nos. ST 03-0157-GIL,
(10/08/2003), ST 01-0157-GIL (8/14/2001) and N.Y.S. Advisory Opn. TSB-A-01(15)S (4/18/2001).
New York has also exempted the electronic transfer of digital photographs.5
• Alabama ruled that because the state definition of tangible personal property includes
electricity, the retail sales and electronic delivery of digital photographs was subject to the
state’s sales tax.6
1
2
3
4
5
6

See N.J. Rev. Stat. §54:32B-3(a).
Missouri Private Letter Ruling No. LR 3854 (6/15/2007).
Tex. Policy Ltr. Rul. No. 200005359L (5/30/2000).
Kan. Pvt. Ltr. Rul. P-2001-101 (9/7/2001).
N.Y.S. Advisory Opn. TSB-A-99(48)S (11/12/1999).
Ala. Dept. of Rev., Adm. Law Div., Docket No. S. 05-1240 (11/17/2006).

Not surprisingly, many questions remain, particularly the issue of where to source the sale,
so the prudent taxpayer will watch this area carefully. (See also the discussion on ASP, SaaS,
and cloud computing.)

Drop Shipments
Drop shipments occur when a retailer completes a sale to a consumer by having the item
directly shipped from the retailer’s wholesaler. For example, Steve, a state A resident, orders a
pair of hiking boots from a mail-order retailer in state B. The retailer instructs its wholesale
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boot manufacturer in state C to ship the boots directly to Steve. Several questions arise from
this scenario:
•
•
•
•

Does either the retailer or wholesaler have nexus in state A?
Is the wholesaler a deemed agent of the retailer for sales tax purposes?
Who is responsible for collecting and remitting the sales tax?
Are applicable resale certificates available between the wholesaler and retailer?

The most typical problem created by a drop shipment is the inability of the wholesaler
or manufacturer to obtain a valid resale certificate from the retailer if the retailer does not
have nexus in the wholesaler’s state. Because the retailer does not have nexus in the wholesaler’s state, it may not be licensed in the state and, accordingly, will be unable to provide
the wholesaler with the proper resale certificate. In that instance, some states will hold that,
without a valid resale certificate, the wholesaler is responsible for the sales tax on a transaction to which it is not a legal party. Further, the state may hold the wholesaler responsible for
the tax on its price to the retailer; the retailer’s sales price, if known; or the wholesaler’s price
plus a markup. California, for example, requires the wholesaler to collect tax on the retailer’s
sales price, a difficult mandate when the retailer’s sales price is unknown.10
Some states will accept the Multistate Tax Commission’s (MTC’s) Uniform Sales & Use
Tax Certificate—Multijurisdictional in lieu of their own resale certificate. Other states have
provided that as long as the seller can document the sale as a sale for resale, a specific resale
certificate is not necessary.11
Although most states will accept either an out-of-state or multijurisdictional resale number
or certificate, several key states will not. The states include California, Connecticut, Florida,
Hawaii, Kansas, Louisiana, Maryland, Massachusetts, Nebraska, Nevada, Rhode Island, South
Dakota, Tennessee, Wisconsin, and the District of Columbia.

Food and Meals
Every state that taxes sales also taxes restaurant meals, or what is more commonly referred to
in state statutes as food for immediate consumption. Restaurant meals are obviously a sale
of tangible personal property, but some states tax such meals as a service: a food service. At
the same time, almost half the states exempt food for home consumption (that is, groceries).
The arguments for exempting food for home consumption are that, first, it is a necessity, and the state should not tax necessities, and second, it makes the sales tax less regressive
because the poor spend a greater percentage of their income on food than do the wealthy.
Critics reply that given the existence of food stamps, regressiveness is not an issue, and the
exemption only complicates the law. Taxing food has become a complex issue, particularly when states have attempted to tax snack foods, candy, and soft drinks. Sometimes, the
10

11

See Lyon Metal Products, Inc. v. State Board of Equalization, 58 Cal. App. 4th 906, 68 Cal. Rptr. 2d 285
(1st Dist. 1997), cert. denied, 524 U.S. 916 (1998).
See Solo Cup Co. v. New Jersey, No. 07-14-1301-91ST (N. J. Tax Ct. April 5, 1993), and Steelcase Inc. v.
Commissioner, 238 Conn 571 (1996).
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exemption can depend upon whether the food seller provides an indoor eating area or
whether the food must be taken home.12 Tax administrators and taxpayers have become
bogged down in debates over minutia, such as whether and when artificial fruit drinks,
dietary foods, chewing gum, candy, nuts, bakery goods, potato salad, cold sandwiches, ice
cream, and prepackaged single servings are or become taxable sales. Distinctions over taxability often turn on the percentage of juice in a fruit drink, whether nuts are candy coated,
the presence of natural or artificial carbonation, or the volume purchased (a single donut as
opposed to one dozen).13 Indiana, for example, recently revised its sales tax guidance on food
by reclassifying Nestle Crunch bars and Pixie Stix as nontaxable grocery items rather than
taxable food or candy.14
The Streamlined Sales and Use Tax Agreement (SSUTA) addressed the food definition problem by first defining food as “substances, whether in liquid, concentrated, solid, frozen, dried,
or dehydrated form, that are sold for ingestion or chewing by humans and are consumed for
their taste or nutritional value” and then by creating a series of subcategories that included
candy, soft drinks, prepared food, vending machine food, and dietary supplements. Beer,
which is often declaimed as a food by some, and other alcoholic beverages were excluded
from the SSUTA food definition.15
Taxing meals raises other, perhaps, more substantive problems than defining a snack, such
as airline meals, employee meals, and cafeterias and institutional meals at schools, prisons,
hospitals, and nursing homes.

Airline Meals
The questions that have been raised here are whether airlines can purchase their prepackaged
meals free of tax as purchases for resale. If so, where is the meal taxable to the purchaser: in the
takeoff or landing state or neither because the meal is served in flight? It is no surprise that court
holdings differ on these issues.16 In 1990, the Wisconsin Court of Appeals reversed a circuit court
decision that imposed sales tax on meals and drinks served in flights that flew over the state of
Wisconsin. Congress reacted to the lower court decision by enacting federal legislation that
banned sales tax on in-flight sales unless the aircraft either took off or landed in the state.17

12

13

14
15

16

17

See Jerman Cookie Company v. Combs, Dkt. No. 03-08-00562-CV, Court of Appeals of Texas (July 23,
2009).
For an entertaining commentary, see Robert Wood, “Sales Tax on Food Depends on What Eats It:
New California Cuisine?” 9 State Tax Notes 1434 (November 13, 1995).
Indiana Information Bulletin ST29, (Feb. 1, 2012).
See part II, “Product Definitions,” of appendix C, “Library of Definitions,” of the Streamlined Sales and
Use Tax Agreement.
See Air Jamaica, Ltd. v. Florida, 374 So2d 575 (Fla. Dist. Ct. App. 1979) cert denied, 392 So2d 1371 (Fla.
1980) (purchases of meals for in-flight sales do not qualify as tax-free purchases for resale), and State v.
Hertz Skycenter, Inc., 317 So2d 319 (1975), aff ’d, 317 So2d 324 (1975) (purchases of meals for in-flight
sales do qualify as tax-free purchases for resale).
See Transportation , U.S. Code 49, Section 40116.
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Employee and Institutional Meals
Many states specifically exempt meals provided to employees that qualify as exempt from
federal taxable income under IRC Section 119. Examples include meals provided to restaurant wait staff or employees working on oil rigs in the Gulf of Mexico or North Sea. Meals
served by institutions (hospitals, nursing homes, and college dorms) are often exempt from
sales tax because the meals are more akin to food for home consumption rather than meals
for immediate consumption. That said, most states tax meals provided in hospital cafeterias
or meals served to those visiting hospital, nursing home, or college residents. It is questionable whether the added revenue from such transactions justifies the additional complexity of
tracking and taxing such meals. For some of the controversy in this area, see Canteen Corp.
v. Goldberg, 592 SW2d 754 (Mo. 1980) (sales of meals by Canteen to nursing homes were
nontaxable sales for resale); Marriott Corp. v. Arizona, 939 P2d 808 (Ariz. Ct. App. 1997) (meals
provided by Marriott in operating a Boy Scout camp were taxable); and ARA Services, Inc. v.
South Carolina, 246 SE2d 171 (1978) cert. denied, 439 US 1048 (1978) (meals provided in a
summer lunch program for indigent children were subject to tax).

Complimentary Snacks or Meals
Bars and hotels often provide complimentary snacks and hors d’oeuvres to their patrons.The
debate here is whether those items can be purchased tax free as sales for resale, the theory being that the patron is already being taxed for the items when purchasing taxable drinks at the
bar or lodging at the hotel. Most jurisdictions have rejected this argument, holding that the
items are being purchased not for resale but for promotional purposes and, thus, are taxable.18
State responses to these issues are varied, and taxpayers must consult their own specific
state law for direction.

Freight
The taxation of freight and delivery charges varies by state largely because of its nature. A
useful way to approach whether freight charges are taxable is to ask whether the focus is on
measuring the sales price or on the service itself. Are we talking about freight as a measure of
the sales price, or are we talking about freight charges in and of themselves?
In many states, the passage of title and possession will determine whether freight and
delivery charges are taxable. If the freight charges are necessary to consummate the sale and
incurred prior to passage of title and possession, then they become part of the purchase price
and are subject to tax. If, however, the freight charges are incurred after title has passed, then
the charges may be deemed to be a nontaxable service. Thus, freight charges for a free on
board (FOB) destination sale may be taxable, but freight charges incurred in a FOB shipping point transaction are treated as a nontaxable service. (FOB means that something is
delivered without charge to a particular point, either the shipper’s or purchaser’s dock [that
18

See, for example, Broadmoor Hotel, Inc. v. Colorado, 773 P2d 627 (Colo. Ct. App. 1989), and President
Casino, Inc. v. Director of Revenue, 219 SW3d 235 (Mo. 2007).
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is, FOB shipping point or FOB destination].) The key variables are usually whether the
freight charges are paid by the seller or buyer and the presentation of the charges on the sales
invoice or purchase order, or both. It can be irrelevant whether the delivery is made by the
seller itself or an independent third party if the common carrier can be deemed to be the
agent of the seller.19
Like many other areas in the sales and use tax arena, the manner of presenting freight on
invoices may be very important. Consider the following alternative taxation and exemption
rules concerning freight:
• A jurisdiction may tax all freight charges relating to a taxable transaction.
• A jurisdiction may tax all freight charges relating to a taxable transaction, unless the
charges for freight are paid directly to a common carrier.
• A jurisdiction may tax all charges for freight, unless the freight charges are separately
stated on the invoice, and the items were shipped by independent third parties.
• A jurisdiction may tax freight, unless it is separately stated on an invoice.
• A jurisdiction may tax freight if it is necessary to consummate the sale.
The preceding points indicate a few variations on a very pervasive issue. The Illinois
Supreme Court has recently provided us an example of the impact that a purchaser’s options
have on a sale. In Kean v. Wal-Mart Stores, Ill. S. Ct., Dkt. No. 107771, (November 19, 2009),
the court held that shipping charges on purchases made over the Internet were deemed part
of the purchase price and subject to sales tax because not only was there no separate contract
for the shipping, but the purchasers did not have the option to decline the shipping or make
other transportation arrangements.
The Colorado Supreme Court was one of the first to focus on the optional nature of
freight and delivery charges. In A.D. Store Co. Inc. v. Dep’t of Revenue, 19 P.3d 680 (2001), the
court ruled that alterations performed by a retail clothing store were separable nontaxable
services that, when separately stated on a sales invoice, were not subject to state sales tax.
Although the case initially would appear to be of no interest to anyone other than clothing
retailers that provide alterations, it actually raises fundamental questions about states’ sales tax
distinctions between taxable personal property and nontaxable services and the tests used to
draw those distinctions. In fact, the court promulgated a new test for determining when such
services were taxable. The court held that services, unlike sales of tangible personal property,
are usually enumerated taxable transactions. Thus, if the service is not specifically enumerated as taxable, one looks next to whether the service is separable. For example, in the case
of manufacturing labor to build a car or boat, the labor is not separable from the car or boat
itself. So, if the service or labor is not separable from the property, it becomes part of the tax
base of the property itself. However, if the labor or services are separable, such as with alterations, freight, and delivery, then those services are not taxable unless specifically enumerated.
Although freight may not be a significant dollar item on any individual invoice, the taxation of and the planning to minimize the taxation of freight is often important because of
19

See Alabama Rock, LLC v. Alabama Department of Revenue, Alabama Department of Revenue, Adm. Law
Div., No. S. 09-255, (September 11, 2009).
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the volume of transactions it affects. Furthermore, proper planning can avoid unexpected tax
liabilities in the event of an audit, minimize required sales and use tax payments, or both.The
freight issue is usually easy to research in each jurisdiction because it is typically addressed
specifically by statute, regulation, or administrative ruling.
The states that do not include separately stated delivery charges as taxable include Alabama,
Arizona, California, Colorado, Florida, Idaho, Illinois, Iowa, Maine, Maryland, Massachusetts,
Missouri, Oklahoma, Utah, and Virginia.

Gratuities and Tips
In theory, gratuities and tips should not be taxable because they are not retail sales of tangible
personal property or services, are usually voluntary, and are usually given as gifts for nontaxable personal services (wait staff, taxi drivers, hotel staff, and so on). However, many of the
underlying transactions involving tips are taxable, such as restaurant meals, and sometimes,
the tips are not voluntary but mandatory (for example, “Gratuities of 15 percent will be
added to tables of 8 or more”).The issue is also clouded by the fact that tips in restaurants are
often considered part of an employee’s wages and, therefore, are of benefit to the employer.
For example, in an early sales tax case, the California Supreme Court held that tips were to
be included in the taxable base to the extent the employer used them as a credit against the
prevailing minimum wage.20
Most states have since issued specific guidelines about when and under what circumstances gratuities and tips will be taxable. Generally, to be exempt, the tip must be separately
stated, voluntary, and go to the server. Courts have generally held that tips that are mandatory
are taxable.21
Gratuities and service charges made to a customer are taxable receipts from food or drink,
unless
• the charge is separately stated on the customer’s bill.
• the charge is specially designated as a gratuity.
• all monies received are paid over to employees.
Some states have specific guidelines for certain types of activities, such as banquets or catering, so review of an individual state’s rules is necessary.

Installation Charges
Theoretically, if installation charges are taxable, it is because they are considered closely related to the underlying personal property that may be taxable. Ideally, the state will provide
a detailed definition of taxable and nontaxable installation charges. See, for example, Texas that

20
21

See Anders v. State Bd. of Equalization, 185 P2d 883 (Cal. 3rd Dist. 1947).
See, for example, Cohen v. Playboy Clubs, Int’l, Inc., 311 NE2d 336 (1974). The New York statute and
regulation are typical (NYCRR 20, § 527.8[k][4]).
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specifically taxes installation labor. If not, the following are three key questions that may help
in determining the taxability of installation charges:
1. Is the installed property permanently affixed to real property, or does it retain its identity
as tangible personal property?
2. Are the installation charges tied to residential or commercial property?
3. Are the installation charges performed on new or existing property?
Regarding the issue of real versus personal property, usually, installation with respect to real
estate is less likely to be taxed than installation with respect to tangible personal property.
Determining whether the person doing the installation is a contractor or repair person can
be relevant. Contractors performing work on real property may not be required to collect
tax on repairs, but contractors repairing tangible personal property may be required to collect sales tax.
With respect to the definition of installation labor, confusion often results when assembly
labor is taxed but installation labor is not. For example, if a company orders storage racks for
its warehouse, and the racks come in three pieces and are installed by the retailer or a third
party, would such charge be deemed an installation charge or assembly charge? What about
placing in service a washer, a dryer, or another appliance? Even though installation may be
defined, very few definitions remove all ambiguity. In arguable cases, it is often easier to defend an item as an installation charge if the invoice specifies that the charge is for installation
rather than assembly or if it uses other less favorable language. Thus, it is critical to understand the laws of the jurisdiction and have the appropriate descriptions on both the invoices
and books and records of the person doing the installation.
As with other issues, installation charges encountered in many audits may be insignificant.
However, if the installation charges fall within a projection period (that is, the period chosen
by the auditor for thorough examination and then projected to cover the entire audit period)
or if you or your client provide significant installation or assembly-type services, a thorough
understanding of the taxability of such charges in jurisdictions where you do business is
often critical. Not only could such awareness assist in gathering better documentation, but
also, business practices could be modified to comply with state rules and regulations granting
exemptions, with a view to minimizing the likelihood of taxation. The Federation of Tax
Administrators (FTA) has published a detailed state-by-state listing of taxable services on its
website at www.taxadmin.org.

Internet Tax Freedom Act and Electronic
Commerce Act
As the preceding discussion has made clear, e-commerce has had a significant impact on nexus.
That impact, however, far exceeds the question of the existence of nexus. Although Internet
sales probably come to mind first, there are other considerations, as well. For example, website
production and maintenance, banking, invoicing, and other financial transactions handled electronically are particularly troublesome challenges for both the federal government and states.
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The challenges of e-commerce will not be resolved quickly, but it has clearly taken center
stage in sales and use tax. The growth in e-commerce has raised anew state and local questions with respect to the Due Process Clause, the Commerce Clause, and foreign sales. Given
the potential revenue impact, it is no surprise that many are looking to the federal government for solutions. Without federal intervention, many believe that basic sales and use tax
questions regarding nexus will remain unanswered.
The Internet Tax Freedom Act (ITFA), enacted in October 1998, placed a three-year moratorium on the taxation of Internet access. The ITFA also established a special commission
to examine the complex issue of taxing e-commerce sales. Unfortunately, the group’s work
ended in discord and acrimony and did very little to further serious discussion of the issues.
On November 28, 2001, President Bush signed a bill that extended the moratorium for
two more years, until November 1, 2003. The ITFA expired on November 1, 2003, despite
several attempts to further extend it. Eventually, however, the moratorium was retroactively
reinstated with the passage of the Internet Tax Nondiscrimination Act (ITNA) in December
2004. In addition to extending the ban on discriminatory taxes on e-commerce and taxing
Internet access until November 1, 2007, the ITNA expanded the definition of exempt Internet
access to include digital subscriber line (DSL) service. Some states had been taxing DSL as
a telecommunications service. Those states taxing DSL prior to the passage of the ITNA
were allowed to continue to do so until November 2005. The ITNA also provided that
unless an Internet access provider can separately identify its taxable and nontaxable charges,
Internet access services bundled with taxable services will be taxable. Finally, the ITNA did
not address the taxability of voice over Internet protocol (VOIP). The legislation does not
prevent states from taxing VOIP but neither does it provide authorization for the states to
tax VOIP. On October 31, 2007, President Bush signed H.R. 3678, extending the ITFA until
November 1, 2014. In addition to extending the ban on taxing Internet access, the bill also
did the following:
• Expanded the definition of Internet access to include incidental services, such as
e-mail, regardless of whether those services are separately stated or bundled with
Internet access
• Provided a phaseout for certain taxes on telecommunications services
• Included a use it or lose it provision against grandfathered states from imposing taxes
on access if they have not already been doing so
• Specifically prohibited states with general gross receipts taxes from imposing their
gross receipts tax on Internet access
Senator John Ensign introduced legislation, the Permanent Internet Tax Freedom Act of
2009, to make the current law that expires in 2014 permanent. The bill died in the Senate
Committee on Finance but is expected to be reintroduced in 2011.
It is important to remember that the ITNA only exempted Internet access services and
some Internet-based services from sales and use tax. It did not affect sales of products over
the Internet. Accordingly, the general nexus rules are still applicable to Internet sales. In brief,
the nexus rules, as they were applied to catalog and mail-order sales in National Bellas Hess
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v. Illinois Dept. of Revenue, 386 U.S. 753 (1967), and Quill Corp. v. North Dakota, 504 U.S. 298
(1992), are equally applicable to sales over the Internet.
Although federal government legislation in the sales and use tax arena has been largely
nonexistent, the e‑commerce issue is expected to have one of the most dramatic impacts on
state budgets in this century and beyond. Accordingly, some commentators believe that to
avoid double taxation, economic surprises, or cataclysmic litigation, the federal government
will likely intervene.
Currently, however, the most likely reform effort comes from collaboration among the
states and business community.This effort is called the Streamlined Sales Tax Project (SSTP).
At first glance, geography would seem to be unimportant for e‑commerce businesses.
Although this may be true for many aspects of e‑commerce, it is not true for sales and use
tax obligations. There are potential sales and use tax nexus implications for a server hosting
a website. Some businesses are looking to Alaska, Delaware, Montana, New Hampshire, and
Oregon, which do not have sales and use taxes, for their websites. Alternately, more cybertaxfriendly states that, surprisingly enough, are some of the more structured and complex sales
and use tax states, such as California, New York, and Florida, may be good locations for servers, headquarters, or fulfillment operations.
An issue of growing importance is e‑commerce businesses that also have traditional brick
and mortar storefronts. Any software, book, clothing, office supply, and so on retailer could
install terminals with Internet access at their traditional places of businesses. However, such
brick and mortar stores are still at a disadvantage with respect to their e-commerce-only
competitors. For example, ordering from a Sears catalog in a state with Sears stores would
require sales tax to be charged. Ordering from Internet clothing vendors that do not have
physical retail operations would typically not be taxed. For this reason, many traditional retailers, such as Sears, are trying to set up independent e‑commerce business entities.
Prominent examples include Barnes & Noble.com and Borders.com, e-commerce affiliates
that help these traditional retailers compete with Amazon.com. These businesses must be
separate entities and remain sufficiently independent to prevent nexus issues. Unfortunately,
for brick and mortar retailers that are competing with remote sellers, the creation of independent online entities may still be successfully challenged. (See the discussion of Borders.
com and Barnes & Noble.com subsequently.)
Several states offer tax incentive programs, including sales and use tax incentive programs.
The location of servers, headquarters, and fulfillment operations could all potentially generate sales and use tax benefits, depending on state tax incentives. Accordingly, although geography may appear to be irrelevant for e‑commerce businesses, it can be very important from
a sales and use tax perspective.
Yet another e‑commerce implication for sales and use tax is the electronic delivery of various
products. For example, some states tax software because it is delivered via tape, disk, compact
disc, or other form of tangible personal property. However, is a software program downloaded
from a website or other digitized transfer subject to tax if there is no transfer of tangible personal property? The explosion in downloaded sales of software, music, books, and movies raises
fundamental questions about the nature of tangible personal property and software.
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Further compounding this issue is the traditional ship to versus bill to versus ordering
location that is occasionally encountered in traditional sales and use tax scenarios. This gray
area becomes much more commonplace in an e‑commerce environment. Without a flow
of tangible personal property and a limited paper trail identifying where the product is ultimately shipped or used (which is a critical issue in determining sales and use tax obligations),
the transaction becomes hard to trace and tax.
To appreciate some of the sales and use tax complexities raised by e-commerce, consider
the following. The CEO of a New York-based company is traveling to California for a business conference while his son goes to a baseball tournament in Pennsylvania.The CEO goes
online from the business center at his California hotel to order his son a baseball bat from a
company in Kentucky. He requests that the bat be shipped directly to his son’s hotel room in
Pennsylvania. The server hosting the baseball supply website is based in Texas, and the fulfillment warehouse is located in Colorado. Where, if anywhere, is sales tax due?
The Supreme Court addressed that question in two cases: Goldberg v. Sweet, 488 U.S. 252
(1989), and Oklahoma Tax Comm’n v. Jefferson Lines, Inc., 514 U.S. 175 (1995). In Goldberg, the
court upheld an Illinois tax on interstate telephone calls, as long as the state could show that
two of three activities occurred in the state. The state must show that the call either originated or terminated in the state and was billed to an Illinois address.
In Jefferson Lines, the Supreme Court upheld Oklahoma’s sales tax assessment upon the full
price paid for bus tickets purchased for interstate travel. Jefferson Lines maintained that collecting a sales tax upon the full purchase price of a ticket was unconstitutional because it violated
the Interstate Commerce Clause by taxing the travel services provided in other states. The
court rejected that argument because no other state could be the site of the taxable event (that
is, the sale comprising the “agreement, payment, and delivery” of the taxable services).
(The reader should note that shortly after the decision, Congress overturned it by banning
any state or political subdivision from imposing a tax on passengers traveling “in interstate
commerce by motor carrier.” See the Interstate Commerce Commission Termination Act.)
The tripart tests established in these cases (that is, origination; termination; and address or
agreement, payment, and delivery), coupled with the federal Telecommunications Act of 1996,
has set the standard that states must meet if they wish to impose taxes on interstate e-commerce.
The Iowa Supreme Court recently reviewed the application of the Goldberg three-part
test in finding that AOL’s Internet access and information services were not taxable in Iowa.
The court determined that because a customer’s call is not completed until authenticated by
servers in Virginia, the call was an interstate, not intrastate, call. However, the court did not
have to reach the Goldberg tests because the Iowa statute provided that both origination and
termination had to take place in the state. Because the purchaser’s connection was useless
without the Virginia authentication, the origin and termination of the communication were
not both in Iowa.22
As with traditional businesses, e‑commerce businesses must also report, retain, sort, and
retrieve pertinent information for their reporting and audit responsibilities. Some of these
traditional responsibilities are facing new problems prompted by the technological changes
22

AOL LLC v. Iowa, 771 N.W.2d 404 (Ia. 2009).
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inherent in e-commerce. For example, many states now allow or require the electronic filing
of various tax forms, including sales and use tax reports. In addition to the lack of a paper
trail, issues of security, confidentiality, and authority (such as digital signatures) become new
administrative and legal matters.
Some key points to consider when dealing with e‑commerce issues include the following:
• Was the transaction entirely in state or out of state?
• Can this product be, or is it being, delivered electronically?
What are the key locations? If applicable, where
•
•
•
•

are the headquarters?
is the server located?
are the fulfillment facilities?
is the product delivered?

It is no understatement to say that the impact of e-commerce and Internet sales on sales
and use tax is significant. William Fox, a professor at the University of Tennessee, estimates
that lost tax revenue from the Internet will reach almost $11.4 billion by 2012. The Direct
Marketing Association (DMA) disagrees with Professor Fox’s numbers, arguing that it will
only be $3.2 billion. (The DMA’s estimates have proven more realistic because Professor Fox’s
earlier estimates had been $45 billion by 2006.) In either case, the amount is growing, and you
can be certain that state governments will not sit idly by and watch this revenue go untaxed.

Labor
Taxation of labor or services is a confusing area in sales and use tax. Generally, sales and use
tax laws focus on sales transactions involving tangible personal property. Starting with this
basic premise, taxpayers need to be sensitive to mixed transactions combining labor services
and the sale of tangible personal property. For example, building a table involves both labor
and materials. When the table is sold to a consumer, tax is typically charged on the cost of
the entire table without deduction for the carpentry or fabrication labor expended in making the table. Generally, manufacturing or fabrication labor cannot be separated from the
tangible personal property and, thus, becomes a part of the taxable sales price.
The fabrication labor issue in the preceding example is clear. It becomes clouded when
labor may not be in the form of significant modifications to the product but, rather, minor
modifications or assembly. For example, labor expended in putting together a bicycle may
or may not be taxed in a state, contingent on whether assembly labor is taxed. Even more
difficult is the issue of repair labor. Theoretically, repair labor is analogous to fabrication or
assembly-type labor. It could be deemed so related to the underlying personal property
being repaired that it is subject to the tax. In most states, the repair labor issue is addressed
specifically by statute, regulation, or administrative ruling.
To analyze more efficiently whether a labor charge or repair charge is taxable, it may be
beneficial to first categorize the labor charge or analyze it as follows:
210
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• Is the labor for repairs? Is the labor part of fabrication or production? Is the labor for
installation or assembly? (They are often taxed differently.)
• Does the labor or service rendered coincide with incorporating tangible personal
property into real estate? Is the person providing the labor a registered contractor in
that jurisdiction?
• Is the labor charge separately stated?
• When and by whom was the repair labor performed?
Although states generally do address the taxability of repair labor, it is often defined by
statute but not without considerable ambiguity, particularly when it is distinguishable from
other types of labor. Administrative guides issued by many states in the form of regulations
or information brochures may reduce ambiguity in some areas by giving specific examples
of taxable repair services if repairs are taxed in that jurisdiction.
Whether the person doing the repairs is a contractor or personal property repairperson
can be important. Generally, repairs to real estate would less likely be taxed than those to
tangible personal property.
As previously discussed, invoicing is always important. Some jurisdictions will exempt repair labor when labor and material charges are separately stated. In other states, not only are
the invoices important, but the books of the repairperson must accurately segregate receipts
from sales, repair labor, and repair parts. Some states may even exempt repairs performed on
certain types of property, such as inventory items or manufacturing equipment.
Although repair labor issues in a sales and use tax audit may not be significant, businesses
that perform significant repairs should be well-versed in the sales and use taxation of repair
labor and materials. Not only would this save the repairpersons from collecting tax on otherwise nontaxable charges (which benefits them by enabling them to charge a lower price
for their service), but this also reduces costs for consumers and alleviates challenges in the
event of a sales or use tax audit.

Lodging
Lodging is one of the most commonly taxed services. Almost all states tax short-term or
transient lodging accommodations. Accommodations are usually broadly defined. Colorado’s
statute is typical.
Sale … includes the transaction of furnishing rooms or accommodations by any
person, partnership, limited liability company, association, corporation, estate, receiver, trustee, assignee, lessee, or person … who for a consideration uses, possesses,
or has the right to use or possess any room in a hotel, apartment hotel, lodging
house, motor hotel, guesthouse, guest ranch, trailer coach, mobile home, auto camp,
or trailer court and park.23

23

C.R.S. § 39-26-102(11).
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Short term is often defined as less than 30 days to avoid subjecting long-term renters of
apartments and other real estate rentals from sales tax.
In several states, lodging taxes are a separate excise and levy distinct from the state’s sales
tax. As a consequence, lodging providers may have to charge both the state’s sales tax and a
lodger’s tax on the same transaction. Such taxes are popular with local and state legislators
because the tax burden is largely carried by business and tourist travelers, thereby exporting
the state’s fiscal burden to out-of-state residents.
The primary problem encountered by lodging providers is the proper documentation of
the exemptions claimed by traveling state and federal employees and charitable, religious, and
educational groups.
Online sales of lodging have prompted a flurry of litigation involving the tax base to which
the sales or lodging tax is applied. Today, online travel companies (OTCs), such as Expedia.
com, Hotels.com, Orbitz.com, Priceline.com, and Travelocity.com, book the overwhelming
majority of room rentals. Sales by these OTCs raise a series of questions:
• Who is selling the room, the hotel or OTC?
• Is the OTC reselling the room? If so, can it give a resale exemption number to the
hotel?
• Is the OTC acting as an agent for the seller?
• Is the sale subject to both sales tax and lodging tax?
• Who is responsible for remitting the tax?
• Does the OTC have nexus with the jurisdiction in which the hotel is located?
Currently, the biggest issue seems to concern the appropriate tax base and who is required
to remit the tax. In short, is the tax due on the amount the OTC pays the hotel, or is the tax
due on the amount the OTC charges the customer?
It is no surprise that the states believe the appropriate taxable base is the price charged by
the OTC to the purchaser. The OTCs argue, however, that the charge to the consumer is a
service fee and nontaxable. In fact, the OTC maintains that the state and local governments
are getting all the tax to which it is entitled when the hotel operator remits the tax on the net
rate charged to the OTCs. The Interactive Travel Services Association, a lobbyist group for
OTCs, point out that OTCs do not receive commissions from hotel operators, buy blocks of
rooms, resell hotel rooms, have an inventory of hotel rooms, or purchase or sell hotel rooms.
Instead, it argues they have created a new intermediary marketplace and service through
which customers can shop for and book rooms with hotel operators.
Some states have agreed that the OTCs are not hotel operators and have issued determinations to that effect.24 New Hampshire, however, has issued an information release holding
that OTCs are acting as agents for the hotels and that suggests hotel operators should address
the billing issues with the OTCs in the contracts.25
24

25

See Arizona Private Taxpayer Letter Ruling LR02-015 (Sept. 12, 2002), Massachusetts Department of
Revenue Letter Ruling 05-6 (June 20, 2005), and N.Y. Advisory Opinion, TSB-A-04(6)S (March 17,
2004).
New Hampshire Technical Information Release 2007-008, 11/29/2007.
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Much of the litigation over OTCs has been initiated not by states but by cities and counties. These efforts have met with mixed success. For example, two Kentucky counties failed
in their attempts to require OTCs to remit tax on the difference between the wholesale
price for the rooms paid by the OTC and the higher retail price charged to its customers.26
The United States District Court, Northern District of California has dismissed a complaint filed by the city of Oakland against out-of-state OTCs.27 Courts in New York and
North Carolina issued similar rebuffs to Nassau County and Pitt County, respectively.28
Indiana, however, held that an OTC was subject to tax because the service charge by the
OTC was not separately stated.29 More significantly, both the Georgia and South Carolina
Supreme Courts have ruled against the OTCs, holding that the OTCs must pay sales taxes
on the total amount paid by the customer.30 The Missouri Supreme Court found for the
OTCs, holding that they were not subject to tax because they did not provide rooms as
did the Texas and Kentucky Court of Appeals.31 On February 2, 2012, the Pennsylvania
Commonwealth Court held that Expedia was not a hotel operator and therefore not subject
to the tax.32 Most recently, on April 13, 2012, the Alabama Supreme Court ruled that online
travel companies were not subject to a municipal lodgings tax because the companies are not
engaged in the business of renting or furnishing hotel rooms.33
Obviously, the issue is in flux, and taxpayers must stay tuned.34

Medicines and Medical Supplies
Every state, except Hawaii and Illinois, exempts prescription drugs from sales and use tax.
Supporters of the exemption argue that necessities, such as health care, should not be taxed
and that the exemption alleviates the regressiveness of the sales tax. To be exempt, the prescription must usually be written by a licensed physician or other health care provider.
Nonprescription and over-the-counter drugs are typically taxable.
States often exempt a variety of other medical supplies, including syringes and needles used
for insulin injections; blood, urine, and glucose test kits; and prosthetic devices. A prosthetic
26
27
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Louisville/Jefferson County Metro Government v. Hotels.com, LP, No. 08-6302/6303 (Dec. 22, 2009).
City of Oakland v. Hotels.com L.P. et al., 2007 U.S. Dist. LEXIS 86548 (Oakland Division, Dkt. No. C
07-3432, U.S. District Court, Northern District of California, November 6, 2007).
County of Nassau, New York v. Hotels.com, LP, 2007 U.S. Dist. LEXIS 85808 (06 CV 5724, U.S. District
Court, Eastern District of New York, August 17, 2007), and Pitt County v. Hotels.com L.P., United States
Court of Appeals, 4th Cir., No. 07-1900, January 14, 2009. See also Louisville/Jefferson County Metro
Government v. Hotels.com, LP, U.S. Dist. Ct., No. 3:06-CV-480-R, (September 26, 2008).
See Letter of Finding 08-0434 and 08-0435, Indiana Department of Revenue, January 28, 2009.
Atlanta v. Hotels.com, 710 S.E.2d 766 (Ga. 2011), and Travelscape, LLC v. South Carolina, 705 S.E.2d 28 (S.C. 2011).
See St. Louis County v. Prestige Travel, Inc., 344 W.W.3d 708 (Mo. 2011). See also City of Houston et al.
v. Hotels.com et al. No. 14-10-00349-CV, Texas 14th App. (Oct. 25, 2011) and City of Bowling Green v.
Hotels.com LP et al. No. 2010-CA-000825-MR, Ky. App. Ct. (Apr. 29, 2011).
City of Philadelphia v. City of Philadelphia tax Review Board, No. 216 C.C. 2011 (Feb. 2, 2012).
City of Birmingham v. Orbitz, LLC, et al., No. CV-09-003607, Ala. Sup. Ct., (April 13, 2012).
For more background on this issue, see John Healy and Bruce Nelson, “There’s Room at the Inn, But
How to Tax It?” Journal of State Taxation,Vol. 25, No. 1 (November–December 2006).
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device, or prosthesis, is an artificial replacement of a body part and can include everything from
an artificial limb to false teeth. To be exempt, in most states, the prosthesis must be individually designed, thereby eliminating most canes, crutches, and walkers from exemption. It is not
unusual that the use to which an item is put will determine its taxability. For example, Texas
recently held that for an item to be exempt as part of an intravenous (IV) system, it must be
a component part of a fluid, drug, or medicine delivery system. A catheter, for example, is
exempt if it is part of an IV system, but an epidural catheter is not exempt because it is not
part of an IV system. However, a catheter might qualify as a prosthetic device, such as one
used in gastrointestinal feeding, because it takes the place of a body part or function.35
Problem transactions include contact lenses and eyeglasses, hearing aids, and orthopedic
devices. States vary in their treatment of these items, sometimes exempting them as prosthetic devices or sometimes exempting the transactions as nontaxable services. The debate has a
long history. For example, the Illinois Supreme Court ruled that optometry was a nontaxable service, thereby exempting the sale of eyeglasses, but the Ohio Supreme Court held that
the optometrist’s services are incidental to the taxable sale of eyeglasses.36 Thus, a transaction
may still qualify as exempt, even when there is no specific medical supply exemption, if the
transaction can be cast as a nontaxable sale of services. Finally, although documentation may
be rigorous, items purchased through Medicare or Medicaid may be exempt.

Mergers and Acquisitions
Mergers and acquisitions raise a series of sales tax questions, including the circumstances under which such transfers may be taxable or exempt and the important role of due diligence
in such transactions.
Generally speaking, most states provide either entire or partial exemption or exclusion
from the sales and use tax for qualifying federal incorporations, dissolutions, and reorganizations. Most of the time, the exclusion is found under the definition of retail sale where it
will specifically exclude from sales and use tax qualifying transactions under IRC Sections
351, 721, 336, and 368. Sometimes, these kinds of transfers are exempt under a state’s bulk
or occasional sale exemption (see the “Occasional Sales” topic). However, even when there
are exclusions for such transactions, transfers of titled or registered vehicles, watercraft, and
aircraft are often still taxable. For example, see D. Canale & Co. v. Celauro, 765 S.W.2d 736
(Tenn. 1989) (transfer of motor vehicles from parent to subsidiary in exchange for stock is
taxable), but there are exceptions.37 Some states, such as California and New York, limit their
exemptions for transfer to corporations to initial contributions; midstream contributions,
even if qualifying under IRC Section 351, may not be exempt. In California, the transfer
of property to a corporation in return for stock that includes the assumption of liabilities is
taxable to the extent of the liabilities assumed.38 Other states will subject the transfer to sales
35
36
37

38

Texas Tax Policy News, October 2009.
See Babcock v. Nudelman, 12 N.E.2d 635 (Ill. 1937), and Rice v. Evatt, 59 N.E.2d 927 (1945).
See Commissioner v. SCA Services, 421 N.E. 2d 766 (1981) (transfer of motor vehicles in a statutory
merger is not subject to sales and use tax).
See Beatrice Co. v. State Board of Equalization, 863 P.2d 683 (1993).
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tax to the extent there is boot. In several states, the taxpayer must meet strict bulk-sale notification requirements to avoid either tax or successor liability (see the “Successor Liability”
topic). In any event, the focus should be not on the federal treatment of the transaction but
whether there has been an exchange of tangible personal property for consideration.

Due Diligence
Due diligence is a review or an examination of a company’s operations, books and records, and
general financial status to identify and quantify the potential risks in acquiring that company.
Due diligence can include examinations for environmental liability, product suits, and so on,
but for taxes, the primary objective is to identify any hidden or unknown tax exposure and
to quantify that exposure. For sales tax, a due diligence review should include, but not be
limited to, the items listed in box 4-2.

Box 4-2: Due Diligence Review

1.

2.
3.

4.
5.
6.
7.

8.
9.

A review of the sales and use tax returns to verify that sales tax is being properly collected and remitted, that local and special district taxes are not overlooked, and that the
proper procedures and control steps are in place to assure compliance.
A reconciliation of the sales tax returns to gross sales, as reported in the financial records, state income tax apportionment working papers, and federal returns.
A review of the most common exemptions and exclusions for the specific industry in
which the company competes to make sure they are being claimed and being claimed
correctly.
An examination of any prior audits, whether there were assessments or overpayments,
and what procedures were implemented to correct those errors.
A review of the company’s procedures for acquiring and maintaining proper resale
exemption certificates.
A quick nexus review, including a survey of the company’s operations, business and sales
activities, annual reports, organizational charts, and even the company phone directory.
A review of the company’s methods for self-assessment for use tax. Is the use tax liability accrued when the invoice is processed or through a periodic review or simply an
estimate?
Review how taxability decisions are made for sales and use tax. Are tax matrixes or
people largely responsible for individual decisions?
Finally, interviews should be conducted with the key personnel responsible for managing
the sales and use tax function.

A due diligence report should be prepared that summarizes the steps taken and the findings on the same. Any problems should be identified and, if possible, quantified in an attempt
to measure the monetary risks associated with the acquisition.
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Occasional Sales
The term occasional sales, also sometimes called isolated, bulk, or casual sales, encompasses a
variety of transactions. Some of the more typical occasional sales exemptions include
• sales of depreciable or nondepreciable items previously used in a trade or business on
which a sales tax was paid.
• bulk sales of assets (that is, sale of substantially all the assets of a business [as in a
liquidation]).
• intercompany transfers.
• contributions to a corporation, limited liability company (LLC), or partnership
when organizing the entity.
• transfers in connection with the winding up, dissolution, or liquidation of a partnership, LLC, or corporation when there is a distribution of property.
• sale of tangible personal property in certain situations, such as household goods sold
at a residence (garage or yard sale).
• sales by charitable organizations (only a certain maximum number per year) for
fund-raising purposes.
It is not uncommon to find occasional sales, such as mergers, acquisitions, and reorganizations, as exclusions rather than exemptions from sales tax. For example, many states exclude
mergers from the definition of sale for sales tax. Always be sure to check for a state’s exclusions, as well as its exemptions.
For states that have some or all of the preceding exemptions, there may be additional administrative requirements or conditions that must be met for the occasional sale exemption
to apply. For instance, if a statute states that the sale of substantially all the assets of a trade
or business may be exempt, the question would be, What constitutes substantially all? Also,
would the sale of a division of a corporation qualify? These questions must be addressed under the specific state’s rules, regulations, and other guidance. Failure to study the rules prior
to entering into a transaction can be costly, particularly if the transaction could have been
tax-exempt through an alternative structuring.
Another situation in which specific rules could have bearing on the exemption would be
the sale of assets through a broker, an auctioneer, or another third party. In some cases, the use
of outside sales agents may affect the applicability of the occasional sale exemption.
In the case of contributions of property to corporations or partnerships, the initial capital contributions may be clearly exempt. However, if property were contributed after the
entity is formed (often called midstream transfers), would such property contributions also
be exempt? If the contributions have to be made in connection with the formation of the
entity, is there a time frame or minimum capitalization amount that would indicate when
the formation period ends?
Some states have held that when debt is transferred along with the property in an otherwise tax-free IRC Sections 368 or 351 transaction, sales tax is due to the extent of the debt
relief. For example, a California court held that the debt relief in an otherwise tax-free IRC
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Section 351 transfer of assets from a parent to a subsidiary constituted consideration for purposes of sales tax and assessed tax on the transaction to the extent of debt relief.39
Another possible consequence of a bulk sale is successor liability. In many states, a purchaser making a bulk sale of a company’s assets may be found liable for the unpaid sales tax
of the selling company. Liability can usually be avoided, as long as the seller performs the
proper due diligence procedures. Due diligence procedures include not only a close review
of the target company’s tax filings and payments but, often, either a tax clearance certificate
or letter from the state department of revenue. In addition, the purchaser is often required to
withhold a certain amount of the purchase price for a certain time after the state has been
notified of the sale. Failure to properly comply with these procedures can result in the purchaser inheriting the seller’s unpaid sales and use tax obligations.40 Secured creditors that are
only repossessing property are often exempt from successor liability laws.41
The underlying premise for most occasional or isolated sale exemptions is either economic
(the state does not want to discourage bulk sales or transfers of assets or businesses) or the fact
that the seller is not a retailer regularly engaged in selling tangible personal property (sales of
farms, construction companies, or service industries). Inherent in this premise is the assumption that tax, at some point, has already been paid upon the assets being sold. Accordingly,
one of the key elements in an occasional sale analysis is very logical: was a tax ever paid on
the asset at issue? Knowing whether a tax was paid may be key to determining whether a
tax liability may be outstanding or whether the occasional sale is nontaxable. Suppose a tax
was paid on depreciable property used in a business, and such property was resold to another member of its affiliated group. This would probably be a good transaction to analyze
for applicability of an occasional sale exemption. On the other hand, if a seemingly exempt
intercompany transaction occurred, but the property in question was never subject to a sales
or use tax, it is likely that an exemption would not apply, and a tax would have to be paid.
For example, if a parent corporation purchased a computer from an out-of-state vendor and
did not pay a use tax on it, the transferred computer is probably taxable to the subsidiary.The
occasional sale (intercompany) exemption may not apply because tax was not appropriately
paid on the original transaction.
Finally, fundraising sales by not-for-profit groups, such as churches, parent-teacher organizations, scouting groups, and schools, can be particularly worrisome because such
groups, even more than other taxpayers, cannot afford to make mistakes. The differences in
defining when and under what circumstances these groups can either purchase items free
of tax or sell items tax free to the public vary considerably from state to state. For example,
in a silent auction fund-raiser, the tax may be borne by the vendors that contribute the
goods for the auction, either upon their cost or the retail value; by the purchaser; or by the
not-for-profit group, or the transactions may be entirely exempt. The MTC has adopted
uniform provisions for the treatment of fund-raising activities that have been widely, but
not universally, used.
39
40
41

See Beatrice Co. v. State Board of Equalization, 863 P.2d 683 (Calif. 1993).
See S.T.C. Inc. v. Department of Treasury, 669 NW2d 594 (Mich., 2003).
See LKS Pizza, Inc. v. Commonwealth of Kentucky, 169 SW3d 46 (Ky. App., 2005).
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Packaging Materials
Typical packaging materials are boxes; bottles; cans; bags; wrapping materials (such as paper,
tape, and string); and labels.
The theory behind exempting packaging materials or containers from the sales or use tax
is that the materials are generally deemed part of the taxable product being sold. For example, if a crystal vase is sold, the charge for the packing materials is generally included in the
sale price (unless, of course, there is an additional shipping and handling charge). Because the
total sale price would be subject to tax, the packaging materials are, in essence, already being
taxed. Therefore, by taxing the purchase of packaging materials, there is, in fact, a double tax
because the packaging materials are taxed when purchased by the retailer and taxed again
when the retailer charges tax on the sale.
This, of course, is the case for nonreturnable containers. Different rules might apply for
returnable containers because, applying the preceding theory, the returnable container would
not be resold.Therefore, many states would tax a returnable container because its price is not
included as part of a sale transaction.
Issues may arise regarding what constitutes packaging materials versus just materials sent
out with the product. For example, some states may require that, before being deemed exempt, the packaging materials are needed to hold and sell the product. Another issue would
be deposits on returnable containers. Because the deposit is not part of a sale transaction, it
is typically tax exempt. Usually, containers are not deemed exempt, not because of their nature but, rather, because of their intended use. If the packaging or container is sold with the
product at retail to the final consumer, the packaging or container can usually be purchased
tax free because it, in effect, becomes part of the product being sold. However, packaging
purchased by a wholesaler to deliver its products to retailers is usually taxable because the
packaging is not being resold with the product but only used to deliver the product in bulk
to the retailer. Thus, shrink wrap used to ship 24 boxed computers to a retailer is usually
taxable when purchased by the wholesaler. However, the shrink wrap used to package each
computer box is usually not taxable to the wholesaler because it is being resold to the retailer
that, in turn, resells it as part of the computer that goes home with the customer. Packaging
or containers used to hold supplies stored in a warehouse are often taxable.

Software and Computer-Related Services
Computer software has historically been a very difficult topic. Most states’ sales and use tax
rules are based on taxing the sale of tangible personal property. Customized computer software sales, when analyzing them from a value perspective, are predominantly sales of services.
The value of related tangible personal property (tapes, disks, and CDs) is usually nominal
when compared with the cost of the programming time involved in producing the software.
“Canned” software is typically taxable.
Every state currently taxes “canned” or off-the-shelf software and exempts custom software as either a service sale or a sale of an intangible. However, states vary in how they define
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custom software, and therein lies the trap for the unwary. Ohio, for example, limits custom
software to at least one-half of what the purchase price represents if it is either original programming or modifications. In addition, a few states, California for one, will exempt even
“canned” software from tax if the software is delivered electronically.
Regarding computer consulting services, some result in the receipt or modification of
computer software. Other services, although ancillary to the consulting work, may even
more directly modify, update, revise, or add additional information. The type of service and
its end result could bear significantly on the taxation of the transaction.
Other receipts, such as licensing fees for the use of software, may or may not be considered part of the taxable sale price of the underlying software. Likewise, charges for operator
manuals, new releases of software, and other items that are generally transferred via tangible
personal property are often, but not always, taxable.
Many states will list various computer services and identify certain ones as taxable or nontaxable. For example, services mentioned previously, such as consulting services that result in
the receipt of computer software; charges for changes to software, operating manuals, or new
releases; and other software items that result in transfers of tangible personal property or are
closely associated with software, are often taxed if the software is taxed.
Other items, such as consulting services that do not require transfers of software, might
not be taxed because this is analogous to any other service not resulting in the production of
tangible personal property. For instance, consulting with respect to computer personnel or
systems analysis, as well as diagramming flowcharts for information-processing activities, will
frequently not be taxed. Likewise, charges for computer training, data entry not related to
the creation of software-accessing database services, and other computer-related services that
will not generate software are often exempt. Usually, a prerequisite to obtaining the exemption is that such nontaxable charges be separately stated.
It is important to understand a state’s taxation of computer software and related computer
services. If the particular state distinguishes between taxable and nontaxable computer services, you should be sure computer services are invoiced correctly and in enough detail, so
that billings are appropriately taxed or exempt.
As was pointed out at the beginning of this section, the key difficulty in determining
the taxability of computer software is in determining whether the retail sale of computer
software is taxable tangible personal property, nontaxable intangible property, a nontaxable
service, or some combination of the preceding.
The question of whether computer software is tangible or intangible personal property
or a nontaxable service has been extensively discussed in the professional literature and litigated in the courts. Commentators disagree about the nature of tangible personal property
and software, and courts have used different and independent reasoning to reach conflicting
and contradictory interpretations and decisions. Box 4-3 lists key court cases for whether
computer software can be considered tangible or intangible personal property or a nontaxable service.
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Box 4-3: Key Court Cases in Tangible Versus Computer Software Tax Designation

For some samples of the debate in the professional literature, see Robert D. Crockett,
“Comment, Software Taxation: A Critical Reevaluation of the Notion of Intangibility,” 1980
B.Y.U.L.Rev. 859 (1980); Robert L. Cowdrey, “Note, Software and Sales Tax: The Illusory
Intangible,” 63 B.U.L.Rev. 181 (1983); Fench and Koeppel, “Computer Software and Sales
Taxation,” 3 Journal of State Taxation 165 (1984); Paul P. Hanlon, “Computer Software and Sales
Taxes: New Cases Take an Old Direction,” 2:4 Journal of State Taxation 315 (1984); Dane and
Bruskin, “The Sales Tax Status of Software Revisited,” 4 Journal of State Taxation 53 (1985);
John M. Shontz, “Computer Software: Time to Pay a Fair Share,” Taxes—The Tax Magazine,
Feb. 1990, at 162 ; Richard D. Harris, “Note, Property Taxation of Computer Software: Northeast
Datacom, Inc., v. City of Wallingford,” 23 Conn.L.Rev. 161 (1990); J. Elaine Bialczak, “The True
Object Test Applied to States’ Sales Tax on Information Services,” 10 Journal of State Taxation
46 (1991); Bruce Harvey, “Canned and Custom Software: The Taxability Issue,” 15 Journal of
State Taxation 81 (1997); James Smith, “State Taxation of Electronic Commerce: Part 1,” 17
Journal of State Taxation 1 (1998); and James Smith, “State Taxation of Electronic Commerce:
Part 2,” 17 Journal of State Taxation 1 (1999).
For a sample of cases holding that software is an intangible or a nontaxable service, see
District of Columbia v. Universal Computer Assoc., Inc., 465 F2d 615 (D.C.Cir.1972); County of
Sacramento v. Assessment Appeals Bd. No. 2, 32 Cal. App.3d 654 , 108 Cal. Rptr. 434 (1973);
Greyhound Computer Corp. v. State Dep’t of Assessments & Taxation, 271 Md. 674, 320 A2d 52
(1974); Commerce Union Bank v. Tidwell, 538 SW2d 405 (Tenn. 1976); State v. Central Computer
Serv., Inc., 349 So2d 1160 (Ala. 1977); Bullock v. Statistical Tabulating, 549 SW2d 166 (Tex. 1977);
First Nat’l. Bank of Fort Worth v. Bullock, 584 SW2d 548 (Tex. Civ. App.1979); First Nat’l Bank
of Springfield v. Dep’t of Revenue, 85 Ill2d 84, 51 Ill. Dec. 667, 421 NE2d 175 (1981); James v.
Tres Computer Serv., 642 SW2d 347 (Mo. 1982); Maccabees Mut. Life Ins. Co. v. State Dep’t of
Treasury, 122 Mich. App. 660, 332 NW2d 561 (1983); General Business Sys., Inc. v. State Board
of Equalization, 162 Cal. App.3d 50, 208 Cal. Rptr. 374 (1984); CompuServe, Inc. v. Lindley, 41 Ohio
App.3d 260, 535 NE2d 360 (1987); Northeast Datacom, Inc. v. City of Wallingford, 212 Conn. 639, 563
A2d 688 (1989); and NERAC Inc. v. Comm’r, No. CV99 0493548S (Conn. Super. Ct. Nov. 30, 2001).
The following cases have held that software, at least in some form, is tangible personal property: Comptroller of the Treasury v. Equitable Trust Co., 296 Md. 459 , 464 A2d 248 (1983); Chittenden
Trust Co. v. King, 143 Vt. 271 , 465 A2d 1100 (1983); Citizens & S. Sys., Inc. v. South Carolina Tax
Comm’n, 280 S.C. 138 , 311 SE2d 717 (1984); Hasbro Indus., Inc. v. Norberg, 487 A2d 124 (R.I. 1985);
Measurex Sys., Inc. v. State Tax Assessor, 490 A2d 1192 (Me. 1985); Creasy Sys. Consultants, Inc.
v. Olsen, 716 SW2d 35 (Tenn. 1986); Pennsylvania & West Virginia Supply Corp. v. Rose, 179 W.Va.
317, 368 SE2d 101 (1988); Bridge Data Co. v. Director of Revenue, 794 SW2d 204 (Mo. 1990) (en
banc); and South Central Bell Telephone Co. v. Barthelemy, 643 So2d 1240 (La. 1994).

The key pro and con arguments are probably best laid out in two key cases that have defined the parameters of the debate: South Central Bell Telephone Co. v. Barthelemy, 643 So2d
1240 (La. 1994), and Commerce Union Bank v.Tidwell, 538 SW2d 405 (Tenn. 1976).The latter
makes the argument that software is an intangible, and the former argues that software is
clearly tangible personal property. Obviously, whether and when software is subject to sales
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tax is one of the more litigated issues in state and local tax. One could easily spend an entire
seminar on just this one topic. In addition to South Central and Commerce Union Bank, a recent case in Wisconsin is particularly useful in illustrating the general issues inherent in the
controversy.42 That said, for all practical purposes, all states tax “canned,” prewritten software
as sales of tangible personal property, and most states exempt custom software (that is, software specifically designed and written for a specific user) as an exempt service.

The Streamlined Sales and Use Tax
Agreement (SSUTA)
The goal of the SSUTA is twofold. First, it attempts to simplify multistate sales tax compliance. Second, the supporters of the SSUTA hope that the simplification will lead to
Congress passing legislation enabling states to require remote sellers, such as L.L. Bean
and Amazon.com (that is, catalog and Internet sales), to collect sales tax for states in
which the sellers have no physical presence. The simplification provided includes rate
simplification; state-level administration; and uniform definitions, sourcing rules, and audit procedures.

Background
Remote sellers currently do not have to collect a state’s sales or use tax if they do not have
any physical presence in the state. The Supreme Court ruled in National Bellas Hess that
a mail-order company whose only link with Illinois was through the U.S. mail or common carrier could not be required to collect Illinois’ use tax. The court revisited the issue
in Quill. In this case, North Dakota argued that, given the changes in the economy, the
physical presence test should be replaced with an economic presence test, one that more
accurately reflected the economic and technological changes that had taken place since
National Bellas Hess.
The court, while expressing some sympathy for North Dakota’s position, refused to overturn its decision in National Bellas Hess. Nevertheless, rather than basing its ruling on both
the Commerce and Due Process Clauses, as it did in National Bellas Hess, the court invited
Congressional intervention by restricting the basis for its decision in Quill to the Commerce
Clause.
Since the Quill decision in 1992, legislation has been repeatedly introduced in Congress
that would allow states to require remote sellers to collect the states’ sales tax; the legislation
has repeatedly failed. As a consequence, states continue to lose tax revenue on sales by remote
sellers, a loss that has grown significantly with the introduction of the Internet. William Fox
and Donald Bruce of the University of Tennessee have estimated that state and local tax
losses from sales over the Internet could reach as high as $55 billion in 2011.

42

See Wisconsin Department of Revenue v. Menasha Corp., 754 N.W.2d95 (Wisc. 2008).
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The SSTP
Members of four groups started the SSTP: the National Conference of State Legislatures
(NCSL), the FTA, the MTC, and the National Governors Association. Representatives from
state revenue departments and the business community soon joined the project.
In National Bellas Hess, the Supreme Court said that one of the reasons for its ruling
against Illinois was the potentially enormous compliance problem that remote vendors
would have with filing sales tax returns in more than 6,000 tax jurisdictions. The SSTP’s
goal is to overcome this objection by simplifying compliance through a common multistate agreement containing one-stop registration, uniform definitions, rate simplification,
standardized audit procedures, and simplified administration that includes only one sales
tax filing per state.
Procedurally, a state had to take two steps to become part of the SSTP. First, the state had
to enact the Uniform Sales and Use Tax Administration Act, authorizing its participation
in the SSTP. Then, the state had to adopt either the SST’s SSUTA or the Simplified Sales
and Use Tax Administration Act written by the NCSL. Every state with a sales tax, except
Colorado, has taken both these steps, and together they are called the Streamlined Sales Tax
Implementing States. It was this group that reconciled the two competing versions of the
SSUTA and published a final version in November 2002.

Elements of the SSUTA
The elements of the SSUTA can be broadly divided into two categories: administrative improvements and tax simplification.

Administrative Improvements
The first element of simplification is that all sales and use taxes will be administered at the
state level, with a single uniform tax base for the entire state. No matter how many stores a
retailer has in various cities and counties within the state, it will have to register and file only
one return per state.Thus, local governments will no longer have separate filing requirements
and are prohibited from performing audits.
Other administrative improvements include relieving sellers of the good faith requirement when accepting resale or exempt sale certificates. If a seller accepts a resale or exemption certificate that proves to have been improperly used, the states will hold the
seller harmless and pursue the purchaser. The SSUTA initially provided that sales will be
sourced by destination. Destination will usually mean the location where the buyer makes
its purchase or picks up the goods, where the goods are delivered, or where the goods are
received (generally, the purchaser’s business address). Uniform rules have been established
for direct pay permits, rounding, and bad debts. The use of sales tax holidays is restricted,
and sales tax caps and thresholds are eliminated. The elimination of caps and thresholds
will affect states such as South Carolina that provides a $300 cap on automobile purchases
and New York that exempts all clothing purchases under $110. The restriction on the sales
tax holidays met with stiff opposition from state legislators, who find back-to-school sales
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tax holidays politically popular, and small, local retailers that see them as a stimulus to sales.
(Larger retailers often find sales tax holidays a headache, given the register reprogramming and other administrative entanglements.) In face of this opposition, the Streamlined
Sales Tax Governing Board (SSTGB) has relented and now allows sales tax holidays, given
certain restrictions on timing, notice, and administration. As of January 31, 2011, there
were 20 states and the District of Columbia that provided for sales tax holidays over the
past 4 years. These states include Alabama, Connecticut, Florida, Georgia, Illinois, Iowa,
Louisiana, Maryland, Massachusetts, Mississippi, Missouri, New Mexico, North Carolina,
Oklahoma, South Carolina, Tennessee, Texas, Vermont, Virginia, and West Virginia. Some
of these states have been irregular in their holidays, and one should not assume that a state
that has had holidays in the past will continue to do so. For example, Georgia held a sales
tax holiday in 2009 but not in 2010.
Sales tax rates will still vary from state to state, town to town, and county by county.
However, each taxing jurisdiction (for example, state, city, county, special district, and so
forth) will be limited to one tax rate, with the exception of food and drugs that will be allowed a second rate at the state level. Taxing jurisdictions will no longer have varying rates
on telecommunications, clothing, or machinery used in manufacturing or agriculture. Any
rate or boundary changes must be properly advertised in advance. For example, local jurisdictions must give local sellers 60 days and remote sellers 120 days of advance notice of any
changes. Finally, standardized geographic coding based upon zip codes will be required for all
sales tax rates.The states will be required to provide databases that detail the rates by jurisdiction and any rate or boundary changes. Jurisdictional and boundary maps are available at the
SSTGB’s website at www.streamlinedsalestax.org/.
In addition to providing electronic databases detailing rates and boundaries, the SSUTA
capitalizes on technology by offering three types of certified compliance models. Although a
seller is not obligated to use any of the three, using one of them will limit the seller’s liability and generally narrow the scope of any state audit examinations to verify that the model
chosen functions properly.
A model-one seller is one who chooses an agent, an authorized third party known as a
certified service provider (CSP), to fulfill all the seller’s sales tax responsibilities, including
calculating the tax due, filing the returns, and remitting the proper amounts. The CSP will
be compensated by the state, responsible for any errors, and subject to audit. The seller will
still, however, have to remit use tax on its own purchases.
A model-two seller is one who chooses to utilize the SSTGB’s preapproved software, known
as a certified automated system (CAS), to fulfill its sales tax responsibilities.The software will
handle all the mechanics of calculating the correct tax to be remitted by the seller.The seller,
unlike a model-one seller, retains the responsibility for filing returns and remitting the tax.
The third model provides for the SSTGB’s review and approval of already existing proprietary systems as qualifying CASs belonging to retailers that sell in at least 5 member states
and have more than $500,000 in annual sales. This third model is meant to appeal to large
multistate retailers that have already built their own proprietary software reporting and filing
systems.
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Tax Simplification
Efforts at tax simplification have largely targeted the creation of a common tax base with
uniform definitions. All states participating in the SSTGB must use the definitions provided
in the SSUTA, among which are the definitions of tangible personal property, delivery charges,
purchase price, retail sale, food, prepared food, clothing, sport equipment, drugs, prescriptions, candy, and
soft drinks. The SSTGB does not recommend that the states tax or exempt these items, only
that, either way, the uniform definitions be used. There are fears in the business community
that states will take advantage of the common definitions to expand their tax base or create
new excise taxes. For example, Minnesota, before joining the SSTGB, exempted all clothing purchases except fur from sales tax. Upon joining the SSTGB, Minnesota adopted the
SSUTA’s definition of clothing but enacted a new excise tax called the special fur clothing tax.
New Jersey recently followed Minnesota’s example. Obviously, such actions undermine the
uniformity and simplification that the SSUTA was intended to achieve.
In some cases, the SSTGB has so far failed to reach an agreement on a uniform definition. Definitions that the group continues to work on include bundled transactions, services, and
digital property. In addition, the SSUTA does not cover certain sales, including those of motor
vehicles; aircraft; watercraft; and modular, manufactured, or mobile homes, as well as sales
from vending machines. As a consequence, states are free to define and treat these transactions however they wish.

Effective Date
The SSUTA becomes effective on the first day of the calendar quarter 60 days after 10 states
representing at least 20 percent of the U.S. population affected by sales taxes are determined
to be in compliance with the SSUTA. The SSTGB reached that target date on October 1,
2005, and is officially open for business. As of January 31, 2011, the full member states in the
SSTGB included Arkansas, Georgia, Indiana, Iowa, Kansas, Kentucky, Michigan, Minnesota,
Nebraska, Nevada, New Jersey, North Carolina, North Dakota, Ohio, Oklahoma, Rhode
Island, South Dakota, Tennessee, Utah, Vermont, Washington, West Virginia, Wisconsin, and
Wyoming. Those states have a total population of 92,781,860, representing 33 percent of
the country’s population. The current compliance has come at a price, however, and it is
not clear if some of the states still have full membership. In fact, the SSTGB’s Compliance
Review and Interpretations Committee recently found the following states out of compliance: Indiana, Minnesota, Nevada, New Jersey, North Carolina, and Wyoming. Other states
whose compliance has recently been challenged include Arkansas, Michigan, Nebraska,
North Dakota, and Oklahoma. Some believe that the “Amazon” legislation recently adopted
by New York, North Carolina, and Rhode Island and its variants in Colorado and Oklahoma
are undermining the SSTGB’s efforts.
Critics of the streamlined sales tax (SST) argue that other states should be excluded from
the SSTGB but are not. Minnesota and New Jersey are two key transgressors. Minnesota
wanted to exempt clothing purchases from state sales tax but did not want to exempt purchases of clothing made partly or entirely from fur. Once the state adopted the SSUTA’s
definition of clothing, however, clothing made with fur became exempt. The state responded
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by enacting an excise tax on clothing made with fur. When Minnesota enacted its fur tax,
critics feared that such legislative initiatives would be repeated in other states. Their fear was
not misplaced. New Jersey recently enacted a sales tax on the retail sale of fur clothing, the
Fur Clothing Retail Gross Receipts Tax (FCRGRT), and a complementary use tax, the Fur
Clothing Use Tax. The 6 percent tax is independent of the state’s retail sales tax; thus, the
filing requirements, exemptions, and procedures associated with the sales tax do not apply
to the FCRGRT. Any business that sells fur clothing must obtain a fur retailer’s license; file
quarterly returns (the first was due October 20, 2006); and separately state the tax on the
sales invoice.43 The actions of Minnesota and New Jersey are disingenuous, at best, and reinforce those taxpayers’ fears that the states are not to be trusted.
Perhaps a more serious obstacle to simplification is the SSUTA requirement that sales be
sourced by destination. (After all, market states will not get any sales tax from remote sellers,
such as LL Bean, if all the sales are sourced to Maine.) Unfortunately for SST supporters,
several large states, such as Ohio, Texas, and California, source in-state sales by origination.
For example, a seller making a sale from its store in Cleveland to a customer in Columbus
would collect the Cleveland sales tax. Due to these sourcing rules, Ohio was going to lose its
membership in the SSTGB. However, the SSTGB, in its December 2007 meeting, approved
an amendment to the SSUTA that will allow states to source some in-state sales by origination rather than destination.The proposed change in sourcing rules has met with some bitter
opposition. For example, the DMA sees the change as a step backward in simplification and
strongly opposes the proposal.
What does this mean for taxpayers? First of all, it does not mean that remote sellers must
now start collecting sales tax on all their catalog and Internet sales. Although the SST supporters continually introduce legislation each year providing the states authority to require
tax collection by remote sellers (see the Main Street Fairness Act), that legislation has not
been passed by Congress. (The SSTGB has recently engaged a lobbyist who was expected
to introduce new legislation in Congress in 2011. Instead, the SSTGB appears to be working with Congress members on related legislation such as the Marketplace Equity Act (H.R.
3179) and the Marketplace Fairness Act (S. 1832).)) However, activation of the SST does
mean that such retailers, if they should so choose, may apply to participate in the SSTP. The
advantage for such retailers is the amnesty program for all back sales taxes being offered by
the SSTGB’s participating states. For example, since it started and up through the first part of
2008, 1,100 retailers have joined the SST and collected $234 million. Not surprisingly, a little
over 200 of the retailers have been responsible for 80 percent of the collections. Nonetheless,
this is a drop in the bucket compared with billions in tax not collected by remote sellers.
Unfortunately for SST supporters, some elements of the SST remain unfinished.There are
ongoing disagreements over measuring certain types of discounts and sourcing taxable service sales; continuing debates with local city tax autonomy, particularly the National League
of Cities; and funding disputes over reimbursing the third-party CSPs. The centralized registration system continues to have problems, and quite frankly, there are several industries for
which the SST offers little or no simplification, such as contractors, manufacturers, oil and
43

N.J. Division of Taxation, Release, 7/20/2006.
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gas, mining, financial institutions, and the transportation and insurance industries. Finally,
several of the country’s biggest states, such as New York, Florida, California, Pennsylvania,
and Illinois, have yet to join the SSTGB as full members. In fact, the New York Department
of Taxation and Finance’s Office of Tax Policy Analysis released a report in October 2006,
Streamlining New York’s Sales Tax: Examining Requirements for Compliance with the Streamlined
Sales and Use Tax Agreement, questioning whether the state would actually benefit from the
SST and concluding that the compliance cost in joining the SSTGB was probably not worth
it. It is questionable whether the SSTGB can succeed in its aim of passing federal legislation
mandating SST compliance without their participation.

Summary of SSUTA Amnesty Programs and
Provisions
Amnesty Background
Amnesty is available in all states participating as full members or associate members of the
SSUTA. Full and associate member states will provide amnesty for uncollected or unpaid
sales or use taxes to a seller that registers to pay or collect and remit applicable sales or use
taxes on sales made to purchasers in the state.
The amnesty will preclude assessment for uncollected or unpaid sales or use taxes, together
with interest or penalty, for sales made during the period the seller was not registered in the
state, provided registration occurs within 12 months of the effective date of the state’s participation in the SSUTA. The amnesty will be granted regardless of nexus of the seller, if all
other requirements are met.
Amnesty is not available for sales and use taxes already paid or remitted to a state or taxes
collected by a seller. Amnesty is applicable only to sales or use taxes due from a seller in its
capacity as a seller, not sales or use taxes due from a seller in its capacity as a purchaser. No
amnesty is available under the SSUTA for taxes other than sales or use taxes.
A member state may allow amnesty on terms and conditions more favorable to a seller
than is required by the SSUTA.
To obtain amnesty, the seller must agree to register in all full member states of the SSUTA,
if not currently registered.This includes registration in full member states joining the SSUTA
after the seller’s registration. The seller may elect to register in associate member states. The
seller is not eligible for amnesty in a member state if the seller
• was registered in the member state for the 12-month period preceding the effective
date of the state’s participation in the SSUTA or
• has received notice of an audit by the member state, and the audit is not yet fully
resolved, including any related administrative and judicial processes.
To obtain amnesty, the seller must use the Streamlined Sales Tax Registration System.
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Eligibility
Who is Eligible for Amnesty?
A seller who is not currently registered to collect sales and use taxes in a member state
and who agrees to collect or pay sales or use taxes for all taxable sales into all full member
states (including states that join the SSUTA after the seller’s registration) is eligible for
amnesty.
Amnesty is fully effective, absent the seller’s fraud or misrepresentation of a material fact,
as long as the seller continues registration and continues payment or collection and remittance of applicable sales or use taxes for a period of at least 36 months. Each member state
will toll its statute of limitations applicable to asserting a tax liability during this 36-month
period.

Who Is Not Eligible for Amnesty?
A seller is not eligible for amnesty in a member state if the seller is currently registered or
was registered in that state within 12 months of the date the state became a member state. A
seller is not eligible for amnesty if that seller has received notice of an audit by the member
state, and the audit is not fully resolved, including any related administrative and judicial
processes.

States Offering Amnesty
A full member state is a state that is in compliance with the SSUTA through its laws, rules,
regulations, and policies. Given the recent changes in membership requirements, it is unclear
at press time what effect, if any, those changes may have on amnesty. Check the SSTGB
website for current developments at www.streamlinedsalestax.org/.
An associate member state is either (a) a state that is in compliance with the SSUTA, except
that its laws, rules, regulations, and policies to bring the state into compliance are not in effect
but are scheduled to take effect on or before January 1, 2010, or (b) a state that has achieved
substantial compliance with the terms of the SSUTA taken as a whole but not necessarily
each provision, and there is an expectation that the state will have achieved compliance by
January 1, 2010. Associate member states offering amnesty until 12 months after the date
they become full members are Ohio, Tennessee, and Utah.

Period of Amnesty
For full member states, the amnesty period begins on the date the state becomes a full member in the SSUTA (exhibit 4-1).The amnesty period ends 12 months from the date the state
becomes a full member. For the states that became full members on October 1, 2005, the
amnesty period ended on September 30, 2006.
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Exhibit 4-1: Streamlined Sales and Use Tax
Agreement*
ARTICLE IV
SELLER REGISTRATION

Section 401: SELLER PARTICIPATION
A. The member states shall provide an online registration system that will allow sellers to register in all
the member states.
B. By registering, the seller agrees to collect and remit sales and use taxes for all taxable sales into
the member states, including member states joining after the seller’s registration. Withdrawal or
revocation of a member state shall not relieve a seller of its responsibility to remit taxes previously
or subsequently collected on behalf of the state.
C. In member states where the seller has a requirement to register prior to registering under the
Agreement, the seller may be required to provide additional information to complete the registration
process or the seller may choose to register directly with those states.
D. A member state or a state that has withdrawn or been expelled shall not use registration with the
central registration system and the collection of sales and use taxes in the member states as a factor in determining whether the seller has nexus with that state for any tax at any time.
Section 402: AMNESTY FOR REGISTRATION
A. Subject to the limitations in this section:
1. A member state shall provide amnesty for uncollected or unpaid sales or use tax to a seller who
registers to pay or to collect and remit applicable sales or use tax on sales made to purchasers
in the state in accordance with the terms of the Agreement, provided that the seller was not so
registered in that state in the twelve-month period preceding the effective date of the state’s
participation in the Agreement.
2. The amnesty will preclude assessment for uncollected or unpaid sales or use tax together with
penalty or interest for sales made during the period the seller was not registered in the state,
provided registration occurs within twelve months of the effective date of the state’s participation
in the Agreement.
3. Amnesty similarly shall be provided by any additional state that joins the Agreement after the
seller has registered.
B. The amnesty is not available to a seller with respect to any matter or matters for which the seller
received notice of the commencement of an audit and which audit is not yet finally resolved including any related administrative and judicial processes.
C. The amnesty is not available for sales or use taxes already paid or remitted to the state or to taxes
collected by the seller.
D. The amnesty is fully effective, absent the seller’s fraud or intentional misrepresentation of a material
fact, as long as the seller continues registration and continues payment or collection and remittance of applicable sales or use taxes for a period of at least thirty-six months. Each member state
shall toll its statute of limitations applicable to asserting a tax liability during this thirty-six month
period.
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E. The amnesty is applicable only to sales or use taxes due from a seller in its capacity as a seller and
not to sales or use taxes due from a seller in its capacity as a buyer.
F. A member state may allow amnesty on terms and conditions more favorable to a seller than the
terms required by this section.
Section 403: METHOD OF REMITTANCE
When registering, the seller may select one of the following methods of remittances or other method
allowed by state law to remit the taxes collected:
A. MODEL 1, wherein a seller selects a CSP as an agent to perform all the seller’s sales or use tax
functions, other than the seller’s obligation to remit tax on its own purchases.
B. MODEL 2, wherein a seller selects a CAS to use which calculates the amount of tax due on a
transaction.
C. MODEL 3, wherein a seller utilizes its own proprietary automated sales tax system that has been
certified as a CAS.
Section 404: REGISTRATION BY AN AGENT
A seller may be registered by an agent. Such appointment shall be in writing and submitted to a member
state if requested by the member state.
* Page 45 April 16, 2005.

For associate member states, the amnesty period begins on the date the state becomes an
associate member in the SSUTA.The amnesty period ends 12 months from the date the state
becomes a full member of the SSUTA.Thus, the amnesty period for associate member states
will vary in length of time but will be longer than 12 months.
Amnesty is fully effective, even if there is an ownership change in the seller, provided the
seller continues to pay or collect and remit applicable sales or use taxes for the required period.

Successor Liability
It is a general rule of thumb that a purchaser of a business generally prefers to buy the business’s assets rather than the stock. The preference is usually driven by the purchaser’s desire
to get a stepped-up basis in the assets and to avoid the liabilities that may be inherited in a
straight stock purchase. The concept that a purchaser may be responsible for the debts of the
acquired business is successor liability.The concept arises out of a more general legal doctrine
of successor in interest, but it has particular significance in sales tax because, in short, the
purchaser of a business will generally be held responsible for any outstanding sales and use
taxes owned by the seller. It will not matter if the transaction is a stock or an asset purchase.
As a consequence, extreme care should be taken when acquiring another business.
Many states have specific requirements that must be met to avoid any successor liability.
Those requirements usually involve the establishment of an escrow account coupled with a
tax release certificate. For some examples, see Alabama Code §40-23-25, Colorado Revised
Statute §39-26-117, or Arizona Revised Statute §41-1110. The latter provides that the purchaser “shall withhold from the purchase money an amount sufficient to cover the taxes
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required to be collected and interest or penalties due and payable until the former owner
produces a receipt from the department showing that the department has been paid or a
certificate stating that no amount is due as then shown by the records of the department.”
Failure to follow the state’s successor liability requirements can be costly. The purchaser of
a Georgia flower shop who relied on the seller’s representations and the absence of any lien
records was held liable for the acquired business’s prior taxes because the purchaser failed
to set aside funds in escrow and acquire the proper tax clearance documentation.44 The
purchaser cannot contract away the successor liability by providing in the purchase agreement that the former owners of the business will remain liable for any back taxes.45 Finally, a
purchaser’s liability is not necessarily limited to the purchase price paid for the business. For
example, an Alabama taxpayer who purchased a defunct company’s assets for $5,000 was held
liable for more than $72,000 in unpaid sales tax owed by the seller.46

Trade-Ins
A trade-in or an exchange usually reduces the sales price for sales tax purposes. Taxpayers
have complained that being denied a credit would lead to double taxation. For example, a
taxpayer purchases a vehicle for $20,000 and pays sales tax on the purchase. Six months later,
the taxpayer trades it in on a $25,000 model, getting $18,000 for the old car. If the state
grants a credit for the trade-in, the taxpayer pays sales tax on only the difference of $7,000. If
not, the taxpayer must pay sales tax on the total $25,000, although the out-of-pocket cost to
the taxpayer was only the $7,000. Despite this apparent inequity, a Missouri court ruled that
“there is no constitutional prohibition against double taxation.”47 Nevertheless, most states
do allow a deduction for trade-ins or exchanges, thereby eliminating this problem.
Again, the specific rules of each jurisdiction should be reviewed to ensure trade-ins or
exchanges are allowed as a deduction from the gross taxable amount of the transaction and
to determine the specifics of a jurisdiction’s exemption rules. For instance, the trade-in may
have to be of similar or like-kind property to be deductible from the selling price. Also, there
may be different documentation or timing requirements for the trade-in.
Trade-in transactions are a planning consideration, as well as a compliance or an audit
issue. For example, if a manufacturing company bought a large machine (in a jurisdiction
where no exemption for manufacturing equipment is allowed), used the machine temporarily, resold it, and purchased a new machine, the company would have paid tax on the full
price of both machines. On the other hand, if the company could exchange the first machine
for the second one, the total amount of sales tax could be reduced.
Although this is not a common issue, it does arise for most businesses and can be a major
issue for car dealers, machinery and equipment dealers, and other businesses that commonly
encounter trade-in or exchange situations.
44
45
46
47

See J.D. Design Group, Inc. v. Graham, 646 SE2d 227 (Ga. 2007).
See Sam’s Group Inc. v. Department of Revenue, Admin. Law Div., Dkt. No. S. 05-440 (9/13/2006).
See Alabama v. ZKH Foods, Circuit Court of Madison County, No. CV-92-2025J (8/30/1993).
See State v. Hallenberg-Wagner Motor Co., 341 Mo. 771,108 SW2d 398, 402 (1937).
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Tax Incentive Programs and Sales and Use
Tax Exclusions
Whether planning for a current or prospective client or your own business, trying to resolve
a sales and use tax assessment question, or simply reviewing compliance rules, it is important
to see if the relevant taxing jurisdiction offers any tax incentive programs or sales and use
tax exclusions. States have various sales tax incentive programs based on a variety of factors,
such as
•
•
•
•

increases in investment.
increases in employment.
combined increases in investment and employment.
moving business operations to certain depressed areas, such as
—— enterprise zones.
—— military re-use zones.

•
•
•
•

pollution control.
environmental facilities.
recycling facilities.
exemptions for specific products purchased in enterprise zones, such as manufacturing equipment, utilities, and building supplies.
• high-technology activity.
• corporate headquarters.
• advanced technology businesses, such as solar power.
The rules and regulations pertaining to these tax incentive programs are so diverse that
helpful generalizations are next to impossible. The delivery mechanisms employed by the
states to provide the preceding incentives are almost as diverse as the incentives themselves
and include
•
•
•
•
•
•
•
•
•

income or franchise credits.
sales and use tax exemptions, refunds, or rebates.
property tax reductions.
training reimbursements.
foreign trade zones.
industrial revenue bonds.
tax increment financing.
utility reductions or credits.
grants.

If there is an increased investment, employment, or specialized business activity, the rules
and regulations of the appropriate taxing jurisdiction should be reviewed. Unlike other areas
where the facts usually drive the research, in this area, you may consider reviewing the sales
tax incentive programs of the taxing jurisdiction before the transaction occurs.
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In any case, often, the best source for a state’s incentives is not the department of revenue
but the state’s economic development commission or division. Cities and counties often
have their own economic development agencies. These agencies are a gold mine of incentive information and have often organized the credits, rebates, and other information in a
customer-friendly manner that one rarely sees from a tax agency.These people are motivated
to help and should be your first stop in gathering information about incentives in any specific jurisdiction.
The timing for special incentive programs can be critical. For instance, some incentive
programs are available only to specific applicants.Timing may also be critical if the incentives
can only be claimed on a timely filed original return.The statute of limitations may limit the
claim of such incentives, unless, perhaps, an audit holds the statute open.
Helping clients take advantage of major incentive programs can be a full-time occupation
for some tax practitioners. If a taxing jurisdiction has very favorable yet complex sales or use
tax incentive programs, it may provide you with an opportunity to attract potential clients or
impress your boss. After reviewing the preceding exemption areas and industry-related sales
and use tax rules, you may wish to target certain planning ideas.Targeting a few areas enables
one to have a thorough understanding of the issues being pursued. A focused approach to
reviewing a business’s or client’s situation will often prove to be beneficial.

True Object Test
When a taxpayer is confronted with a mixed transaction (that is, a transaction in which there
are comingled taxable tangible personal property and nontaxable services), the true object
test is a tool for determining whether the transaction as a whole is taxable. Briefly put, the
true object test simply asks, What is it the purchaser really wants in this transaction? Is it the services per se, or is it the property created by those services? Generally, if the purchaser’s true
object is to acquire the taxable property, then the entire transaction is subject to tax, despite
whatever services may be provided. If the purchaser’s true object is the nontaxable service,
no tax is due, despite the presence of some property to convey those services.
The true object test (sometimes called the dominant or essential purpose test) has been
applied in various ways. For example, one may determine that the property is incidental to
the sale, either in value itself or simply as a means of delivering the service.The best example
might be a will drawn up by an attorney or a tax return prepared by an accountant. The
paper used to deliver the will or tax return is simply the means by which the services are
provided and, clearly, not the object of the transaction itself.
Other courts have rendered their decisions based on the fact that the property was of no
value to anyone but the purchaser, and some courts have asked what would be the cost of a
second transaction. For example, the Missouri Supreme Court relied on the incidental test to
hold that a printing company’s charges for scanning, imaging, formatting, and indexing a customer’s documents and returning the information to the customer on a CD were a nontaxable service.The CD was simply the delivery vehicle for conveying the customer’s electronic
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data to the customer and incidental to the transaction.The true object of the transaction was
the conversion of paper documents into electronic format, not the CD itself.48
The debates and litigation over the true object test started early in the history of the sales
tax and are ongoing.49
For two contradictory opinions with respect to the acquisition of artwork for publication, see Preston v. State Bd. of Equalization 19 P.2d 1148 (Cal. 2001), and the City of Boulder
v. Leanin’Tree, Inc. 72 P.3d 361 (Colo. 2003). The Leanin’Tree case begins with a useful survey
of the various approaches in distinguishing mixed transactions. The Texas Court of Appeals
relied on the essence of the contracts to determine that temporary scaffolding installed at a
refinery was a taxable rental of tangible personal property rather than a nontaxable service.50
In Virginia, the sale of compressed air to inflate tires is a nontaxable service. However, the
purchase of compressed air or oxygen to fill scuba tanks is a taxable sale of tangible personal
property because the true object of the transaction is the air.51 A Pennsylvania court made
the same distinction as Virginia, holding that air is taxable if it has been changed, separated,
processed, or bottled, but it is not taxable if drawn from a coin air vending machine. The air
from the coin vending machines is not tangible personal property and is not transformed in
any way. In addition, the court pointed out that the owner of the vending machine is not
really taxing the customer for the air, per se, but for using the vending machine for a fixed
period of time.52 One wonders if the Pennsylvania court would hold that using a self-service
car wash is a lease of a nozzle or a stop for gas the short-term rental of a gas pump.
The Colorado Court of Appeals recently held that a purchaser of well fracturing services
did not engage in a retail (taxable) purchase of the fluids and sand used in the performance of
the service. Accordingly, it ordered a refund of sales taxes paid by the taxpayer, Noble Energy,
to the fracturing service provider.
48
49

50
51
52

Western Blue Print Co. v. Missouri, 311 S.W.3d 789 (Mo. 2010).
Some examples of the many cases include Dun & Bradstreet v. City of New York, 11 N.E. 2d 728, 276
N.Y. 198 (1937) (the sale of credit ratings in book form was a nontaxable service, not a sale of tangible personal property); Babcock v. Nudelman, 12 N.E.2d 635 (1937) (Illinois Supreme Court rules that
optometrist is selling a service, not taxable eyeglasses); Rice v. Evatt, 59 N.E.2d 927 (1945) (optometrists
are selling glasses, and services are incidental to the transaction); Washington Times-Herald, Inc. v. District
of Columbia, 213 F.2d 23 (D.C. Cir. 1954) (the provision of comic strip mats was an inconsequential
transfer of tangible personal property when the true object was the right to reproduce the artist’s
work); Acme Reporting Company v. District of Columbia, Superior Court of the District of Columbia, Tax
Division, Docket No. 3326-83 (1985) (court reporting services not subject to tax); Askew v. Bell, 248 So.
2d 501 (Fla. Dist. Ct. App. 1st Dist. 1971) (court reporting services can be taxable); Fingerhut Products
v. Commissioner of Revenue, 258 N.W.2d 606 (Minn. 1977) (typed mailing lists are exempt from tax;
mailing lists in the form of stickers are taxable); WDKY-TV v. Revenue, 838 S.W.2d 431 (Ky. Ct. App.
1992) (licensing rights to broadcast syndicated programs were an exempt intangible); American MultiCinema Inc. v.Westminster, 910 P.2d 64 (Colo. App. 1995) (right to exhibit movie cannot be divorced
from the tangible personal property itself); Statewide Multiple Listing Serv., Inc. v. Norberg, 392 A.2d 371
(1978) (charges for a multiple listing bulletin for real estate sales is a taxable sale of tangible personal
property); and Comptroller v. Austin Multiple Listing Serv., Inc., 723 S.W.2d 163 (Tex. Ct. App. 1986) (multiple listing book is a sale of a nontaxable information service, not taxable tangible personal property).
See Combs v. Chevron USA, Inc., 319 S.W.3d 836 (Tex. Ct. App. 2010).
Virginia Public Document Ruling 11-46 (Mar. 24, 2011).
Air-Serv Group, LLC v. Pennsylvania, 18 A.3d 448 (Penn. Comm. Ct. 2011).
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Well fracturing involves pumping fluids and proppants, such as sand, into an oil or a natural
gas well at high pressure in order to create and expand fractures in the hydrocarbon formation, thus increasing the well’s production. The fluids are ultimately removed from the well
and disposed of, and the proppants remain in the well permanently. Noble purchased the
fracturing services from third parties. All invoices listed the quantities of materials used by
the third party; certain of the invoices also assigned a price to the materials. The Colorado
Department of Revenue contended that, in addition to providing a nontaxable service, the
well fracturing company engaged in a separable, taxable sale of the materials and proppants.
Noble argued that its payments to the fracturing companies amounted to a single, integrated
transaction properly construed as the purchase of a nontaxable service.
The Court of Appeals agreed with Noble. Relying heavily upon the Colorado Supreme
Court’s decision in Leanin’Tree, Inc., the court first determined that the fracturing service and
materials were not meaningfully separable. Next, it concluded that the integrated transaction was properly viewed as the sale of a nontaxable service rather than a taxable transfer of
personal property. Among a number of reasons cited, it held that the true object of Noble’s
purchase was “to obtain fissures in the formation to enhance the productivity of the well
… and not to obtain fracturing materials.” In other words, what Noble really wanted was to
improve the yield in its wells, and it did not really care how it was done, either with fracking fluids or 200 Munchkins from the land of Oz with teaspoons. Seriously, the court found
that the well fracturing companies were using the fracking materials in the performance of a
service in the same way a dry cleaner uses chemicals in the cleaning of clothes.53
In another Colorado Appeals Court decision, the court held that Waste Management was
providing nontaxable waste hauling services, not the rental of waste containers. The case
involved two types of waste hauling transactions. In the first, Waste Management provided
steel waste containers (so-called “roll-off ” containers) to customers, with an agreement to
remove (and generally replace) the containers on an as-needed basis. Customers paid Waste
Management each time the company removed the container but paid no charge for the
container itself. Second, Waste Management contracted with other companies to haul large
waste trailers from its transfer station in Commerce City to landfills or recycling facilities
(waste hauling services). The hauling companies charged Waste Management on a per load
or per hour basis. Commerce City argued that both types of transactions were taxable under
its code as a “furnishing of tangible personal property, together with the services of an operator.” Waste Management contended that the transactions were solely for nontaxable services,
and the court agreed.
The Court of Appeals first determined that Leanin’ Tree, Inc. provided the applicable standard for reviewing any inseparably mixed transaction, including those involving services and
personal property. Applying Leanin’Tree’s totality of the circumstances approach, it identified
four factors that supported its conclusion that the transactions were properly viewed as the
sale of nontaxable services. (Although the court applied the factors in the context of analyzing the waste hauling services, it arguably provides standards applicable to any mixed services
or third-party processor transaction.) First, the court noted that the charges imposed were
53

Noble Energy, Inc. v. Colorado, 232 P.3d 293 (Colo. 2010).
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not based on the equipment used by the service provider (that is, the charges did not vary,
depending on whether the service provider used 1 truck or trailer or 10 to complete its
service). Second, the customer did not dictate the type of equipment used to perform the
service. Third, at all times, the service provider retained possession, control, and ownership
of the equipment used to deliver the service and bore most, if not all, of the costs related
to operating the equipment (for example, fuel costs). Fourth, the service providers were not
restricted from using their equipment for other customers.54
Noble Energy and Waste Management are useful cases in that they lay out a road map for
other taxpayers to follow in determining the nature of mixed transactions.

Warranties
Sales and use taxation of warranties, guarantees, service contracts, or similar arrangements
could be the subject of a book in itself. In this book, however, the term warranties covers the
other terms, as well, unless their tax treatment in a particular jurisdiction calls for differentiation. Taxation or nontaxation of a warranty also affects the taxation of services performed
under the warranty or parts provided under the warranty. These specific issues are typically
addressed in the rules and regulations for each jurisdiction. Questions that arise regarding the
taxation of warranties or similar arrangements include the following:
•
•
•
•
•
•
•
•
•
•
•

Are the warranties optional?
Are the warranties purchased separately?
Is the warranty charge separately stated on the invoice?
Does the state distinguish between warranties, preventative maintenance contracts,
and other service arrangements?
Is the warranty purchased at the time of the original sales transaction?
Is the warranty purchased from the seller of the merchandise to which it relates?
Is tax due on parts used or purchased for warranty work?
Is tax due on warranty repair service?
Is the trade-in of defective parts considered?
Where are the services and parts under warranty provided?
Was a third-party repairer used to provide warranty repairs, and does this change any
answers?

Here again, it is difficult to generalize on the taxation of warranty and maintenance contracts. After considering the preceding issues, however, your research for a specific jurisdiction should be more streamlined. If in doubt about a specific state’s taxation of warranties,
separately stating the warranty charge would probably have no downside and could be
helpful in obtaining any available exemption. Also, a jurisdiction might not tax a warranty
purchased after a sale from a different supplier versus one purchased from the retailer at
the time of sale. If you are aware of such a rule, your purchase of the contract could be
54

See Waste Management v. Commerce City, 250 P.3d 722 (Colo. 2010).
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affected. Beyond these very general considerations, a jurisdiction’s specific rules will dictate
your compliance and planning process. Approximately half the states exempt optional warranties from sales tax. Often, the theory behind such an exemption is that the purchaser
is really buying a nontaxable intangible (that is, an insurance policy, if you will). For example, Jack and Jill buy a computer at a big box retail store. At check out, the checker asks
them if they are interested in purchasing the store’s extended warranty for 2 years for only
$100. In many states, such a purchase is exempt from sales tax. Those states include Alabama,
Arizona, California, Colorado, Georgia, Idaho, Illinois, Indiana, Kentucky, Maine, Maryland,
Massachusetts, Michigan, Minnesota, Missouri, Nevada, North Carolina, North Dakota,
Oklahoma, Rhode Island, South Carolina,Vermont, Washington, and Wyoming.
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Provision for the Collection of
Tax on Fundraising Transactions
Adopted July 28, 2000
A. Any nonprofit or charitable organization [as defined under the State’s applicable provisions,
which may refer to IRC 501(c)(3), educational, religious or other specific organizations] making taxable sales of tangible personal property for fundraising shall not be required to
collect and remit sales tax due on such sales, provided the wholesaler or distributor is
registered with this State as a vendor.
B. Purchases made by a nonprofit or charitable organization of tangible personal property
to be sold for fundraising are not to be treated as sales for resale requiring the issuance
of a resale exemption certificate.
C. If a nonprofit or charitable organization purchases tangible personal property from a
wholesaler or distributor for resale for other than fundraising, the nonprofit or charitable organization must register as a vendor with the State and collect tax on its sales
of tangible personal property for other than fundraising. The nonprofit or charitable
organization must also provide a resale exemption certificate for these purchases to
discharge the obligation of the wholesaler or distributor for collecting and remitting a
sales tax on the purchases by the nonprofit or charitable organization.
D. The wholesaler or distributor of tangible personal property to a nonprofit or charitable organization making sales of the tangible personal property for fundraising shall
collect and remit the sales tax measured by the selling price of such tangible personal
property to the nonprofit or charitable organization. The wholesaler or distributor
shall register as a vendor in this State and shall file a return and remit the total amount
of taxes collected under this section [in accordance with the collection/payment provisions of
the State sales/use tax act].
E. As used in this section:
1. “Wholesaler or distributor” means any person engaged in the sale of tangible personal property to a nonprofit or charitable organization that purchases the tangible
personal property for fundraising.
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2. “Fundraising” shall refer to the irregular or intermittent sale [as defined by applicable State provisions] by a nonprofit or charitable organization of tangible personal
property for the purpose of obtaining funds from the public for the benefit of the
organized purpose of the organization, provided fundraising does not include the
sale of tangible personal property by a nonprofit or charitable organization in an
unrelated trade, business or activity. Sales of tangible personal property by a nonprofit or charitable organization offered exclusively to its members and not to the
general public shall not be considered fundraising under this provision.
F.

Examples.
1. Boy Scout Troop A purchases twice in one year, candy, nuts and other items
from Wholesaler/Distributor to be sold to the public to raise funds for an annual
camping trip. Troop A is a nonprofit organization and does not sell candy in an
unrelated trade, business or activity. Under this section, Wholesaler/Distributor
Manufacturer is required to collect tax on the items sold to Troop A based on
the sales price to Troop A. Troop A is not required to collect sales tax on the sales
made to the public.
2. A nonprofit fraternal organization located in State A occasionally purchases from
T-Shirt Company clothing imprinted with the organization’s emblem to be sold
to interested members. The sales to the members would not be considered fundraising sales. The fraternal organization would be required to collect and remit
sales tax on the sales made to its members and provide a resale exemption certificate to T-Shirt Company. If the fraternal organization does not provide a resale
exemption certificate, T-Shirt Company must collect the use tax due on the goods
sold to the organization.
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Audit Defense Strategies1
Going through an audit is, under the best of circumstances, always an adversarial process not
for the squeamish or weak of heart. The topics discussed here are not pretty. Nevertheless,
taxpayers and their advisers will find it useful to learn how audits get chosen; what auditors look for before they arrive; what they want to see once they do show up; and what, if
anything, can be done about it. Oddly enough, although the differences and variation of taxable items, exemptions, and exclusions among states has grown dramatically over the past 10
years, sampling techniques and methods have become more uniform and, thankfully, more
sophisticated. Because of the efforts of the Multistate Tax Commission and the examples set
by states such as California, New York, and Texas, audit procedures, standards, and quality
have been steadily improving.

Audit Selection
Several factors may prompt state or city taxing authorities to select a particular business for
audit. First, and probably most frequent, is some sort of statistical modeling (kind of like
winning a lottery but not nearly as much fun). At the federal level, the IRS has its infamous
statistical program: the computerized discriminant function (DIF) technique. The IRS selects returns for examination based on, for example, discrepancy with information returns, a
history of deficiencies, random sampling, and the questionable refund program. Using DIF
scores, the IRS ranks and selects returns having the greatest audit potential. With the IRS
approach as a guide, many states and cities have fashioned their own models.

Formulas and Statistics
The process begins when taxpayers file their first sales tax or income tax return, and the data
is entered, evaluated, and graded. Using formulas that everyone learned in college but have
now generally have forgotten, the state or city tries to calculate which returns would likely
produce the greatest yield on audit. Naturally, the formulas and analyses vary in sophistication, depending on the political jurisdiction involved. Although few people know exactly
how these formulas are composed and applied, some uses are so common, they are evident to
anyone. For example, if a company is experiencing extremely rapid growth in sales or assets,
1

This section is adapted from an article published in the May 1999 issue of the Journal of Multistate
Taxation and Incentives and is used here with its permission. Copyright 1999 RIA.
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an audit should not be a surprise. Face it, if a business is growing that quickly, mistakes are
being made. Taxpayers know it, MBA students know it, and the government knows it.
Another example of statistical modeling is trend analysis. By aggregating returns by industry, state revenue departments often can use trend analysis to spot specific taxpayer anomalies
and assign audits accordingly. The technique is particularly helpful in cash-intensive businesses, such as restaurants and bars, where trend analysis can highlight irregular relationships
among sales, inventory, and cost of goods sold.

Prior Audits: Data From Outside Sources
Aside from the prosaic world of number crunching, several other situations may prompt a
state to audit a particular company. Probably the most obvious is a previous audit. If the government found lots of mistakes, it will be back again and again until the taxpayer gets it right.
Also consider, for example, a taxpayer’s failure to charge a customer sales tax. One generally
would call that a mistake. An auditor examining the customer and finding the erroneous
invoice, however, would call it an audit lead.
Audits also may be prompted by routine information exchanges between government
entities. For example, the Federal Aviation Administration regularly reports on registration
of aircraft, and a state’s parks and recreation department may accumulate data on new boat
registrations. (Was sales tax paid on those purchases?) Applicable regulatory agencies report
information on licensed professionals, such as CPAs, attorneys, doctors, and dentists. Also,
departments of labor exchange wage and unemployment information, and secretaries of state
provide data on bankruptcy filings. Counties and cities may report on the issuance of building permits. Last but not least, states maintain information exchange programs with the IRS.
Although all this exchange of information may sound scary, one may take some comfort in
the fact that most large marketing and credit reporting agencies have more such information than the taxing authorities. Nevertheless, many state governments, like all good direct
marketers, are beginning to buy that information.
Do not forget the proverbial snitch. To avoid problems, happily married taxpayers should
try to stay that way. Also, workers may be happy, as long as they are employed. If any irregularities exist in a business, however, the next round of downsizing just may get that information to the local revenue department.
In any event, one can do little to prevent an audit, other than following the common sense
rules of filing returns accurately and promptly. Prevention planning must begin long before
a business is selected for audit, with accurate and complete recordkeeping, good internal
control, and a competent and knowledgeable accounting staff.
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The Preaudit
A taxpayer’s initial contact with an auditor may be by telephone or letter. At that time, the
taxpayer must take certain critical steps:
• Who to contact. Get the auditor’s name and phone number. This action may seem
obvious, but it is amazing how often taxpayers fail to get this most basic information
(people in shock are often like that).
• Type of tax and audit period. Find out precisely what taxes are under examination
and for what period. For example, is it sales tax or use tax or an income tax or a
franchise tax? Some states’ revenue departments encourage the examination of all
state taxes (sales, use, withholding, and income being the most common) during one
audit, thinking this approach is more efficient (for example, like removing all four
wisdom teeth on one visit to the dentist).
• Required documentation. Ask the auditor to specify exactly what records should be
made available for examination. The answer may include every scrap of paper of
the business. Nevertheless, any attempts to limit the scope of the audit should begin
here.
• Time and place of audit. Finally, settle on a mutually agreeable audit date and location.
Generally, auditors schedule their examinations weeks, even months, in advance.
Taxpayers also should allow plenty of time to prepare for the audit and to check
staff scheduling and contact the company’s outside tax professionals. Auditors do not
need to examine a taxpayer’s records with only a day or two notice. Out-of-state
auditors commonly bring filler audits with them when they travel. For example, a
hard-working auditor from California on assignment in Colorado may finish one
examination sooner than expected and call another local taxpayer to try and fit in
another audit at the last minute. The taxpayer should be kind but decline the auditor’s invitation and suggest another, later date. Hard-working, conscientious auditors
from out of state are to be admired but, perhaps, should be encouraged to take a
little time to view the local scenery rather than show up on short notice to conduct
the audit.
Once the audit is assigned and an appointment date established, the auditor will perform
several preaudit tasks, including the following:
•
•
•
•

Reviewing any prior audits or department correspondence with the taxpayer
Pulling a sampling of prior returns for review
Determining all the company’s locations and taxing jurisdictions
Learning exactly what the company’s business is and how and where it is carried on

The revenue agent should not be the only one doing preaudit work. Taxpayers and their
advisers should be preparing as well, performing the following tasks:
• Review internal records.
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• For a sales tax audit, call customers to get any missing resale exemption certificates,
and file any overlooked returns (which should not be necessary, of course, if proper
procedures have been carefully followed all along).
• For a use tax audit, peruse the company’s fixed asset files for, for example, any big
ticket items purchased in another state without paying sales or use tax. The auditor
will be looking for just that situation.
• If the state has a taxpayer bill of rights, become familiar with the taxpayer’s audit
responsibilities and protections.
• Identify the company’s exposure (for example, gray areas of the law or weaknesses in
the company’s accounting system).
• Ascertain the statute of limitations for the items and the taxes under audit.
• Finally, identify the company’s contact or liaison person to work with the auditor.

Initial Meeting and Audit Work
At the initial meeting with the auditor, review the scope of the audit, and establish the company’s liaisons. It is absolutely critical to know what tax will be audited and for what period.
Strategies to pursue during the audit should include the following:
•
•
•
•

Controlling the flow of information
Avoiding commitments
Setting limits (time and distance)
Being personable and professional

Controlling the Flow of Information
Just what can auditors look at? Probably just about anything they please.The fact of the matter is that auditors always ask for more than they want or ever intend to examine. So, help
them out—give them limits. Specifically, a document request form of some fashion should
be mandatory. With such a form, the taxpayer can keep track of exactly what the auditor has
and has not seen. This may help in understanding a position the auditor is taking. In addition, it may keep the auditor from requesting additional documentation for items that have
already been substantially supported. Box 5-1 includes a list of the items most commonly
requested by auditors.
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Box 5-1: Common Audit Request Items

•
•
•
•
•
•
•
•
•
•

Chart of accounts
General ledger
Cash receipts and cash disbursement journals
Sales and use tax returns
Financial statements
Sales invoices
Purchase invoices
Lease agreements
Fixed asset schedule
Resale and other exemption certificates

Depending on the nature of the business, the auditor may request a tour of the plant or facility.This is particularly true for manufacturers for which the state provides exemptions, not
only items that become part of the finished product but also for machinery and equipment
used in the manufacturing process. It is absolutely critical that the person conducting the
tour have a detailed knowledge of the facility and the equipment and processes used there. It
is also extremely helpful if the tour guide has at least a basic rudimentary understanding of
the potential sales and use tax issues at play.
Finally, it is a not good idea to turn the company into the local photocopy center. If the
auditor wants something copied, the item should be given to an appropriate, designated,
close-lipped clerk who will make two copies: one for the auditor and another for the taxpayer’s file.

Avoiding Commitments
Taxpayers should be very careful of entering into commitments. The key questions that
usually arise in this regard are whether to fill out nexus questionnaires, agree to particular
statistical sampling methodologies, and sign statute of limitation waivers. The general rule is
never sign anything unless absolutely necessary.

Nexus
States use nexus questionnaires to determine whether a company is doing business in their
taxing jurisdiction. Taxpayers receiving such a questionnaire should not automatically fill it
out. If a response is called for, do so by letter instead.
Nexus questionnaires usually are just a list of yes and no questions generally worded in
such a way that the taxpayer cannot win (for example, “Have you stopped beating your
dog?”). Given the complexity of the issues surrounding nexus, it is much easier to deal with
them in an independently composed letter rather than by filling out the taxing authority’s
standardized form.
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Sampling
When possible, taxpayers should consider cooperating with a statistical sampling approach
rather than specifically committing to it. For example, an auditor may propose a survey strategy for sales tax (for example, review all invoices for May 1998, August 1997, and December
1996) and ask the taxpayer to approve it. The taxpayer might be better off inviting the auditor to go ahead with that plan and then reviewing the results to see whether the sample really
was valid. That way, if some items or issues seem distortive, the taxpayer still has some leverage in getting the auditor to change the sample. Once a taxpayer signs off on the sampling
methodology, however, the taxpayer’s leverage and options usually are gone.

Waivers
Auditors often ask taxpayers to agree to waive the statute of limitations in order to lock in
the audit period. For example, if an audit for consumer’s use tax goes back 36 months (the
limit in many states), the auditor will want the taxpayer to sign a waiver for a few months, so
the limitations period will not expire before the audit is completed. Generally, such a request
is reasonable, but the waiver should be restricted to a specific date, tax, and issue. Limiting
the waiver in this manner helps limit the scope of the audit, in addition to encouraging the
auditor not to dawdle during the examination.

Specific Audit Procedures
Sales. The sales review is often broken down into separate elements. If sampling is being applied, it is common to stratify the sales by dollar or volume, or both. Small dollar value sales are
often sampled, whereas large ticket items are examined in detail. Sometimes, the sales examination will be sorted between retail consumer sales and business-to-business sales. Sometimes,
the nature of the documentation determines the audit approach, with different procedures
for cash sales, register tapes, and electronic media. The most common errors include missing exemption certificates, incorrect tax rate charged, taxes collected but not remitted, and
omission of the tax on the sale. Whatever approach is taken, the auditor will want to tie the
sales reported on the sales tax returns to either the federal income tax return or the financial
statements, or both.The auditor will often focus on certain areas, such as sales samples, inventory withdrawals, and promotional items.The state of New York recently revised and updated
its recordkeeping requirements, making the standards for point-of-sales systems much more
stringent than in the past. See appendix 5A, “Sales Tax Bulletin TB-ST-770 (June 2, 2011):
Recordkeeping Requirements for Sales Tax Vendors,” at the end of this chapter.
If the data examined is in an electronic format, table 5-1 shows the typical fields the auditor will expect to see.
Purchases. The review of purchases is also usually divided between capital or fixed assets
and regular, routinely recurring accounts payables. Key documentation includes purchase
invoices; purchase orders; and shipping records, such as freight invoices or bills of lading. The
latter is particularly significant because any purchase without a ship to notation will often be
automatically assigned to the bill to location—a fact that may have damning consequences.
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Table 5-1: Common Audit Sales Data

Other common errors include paying tax to an unlicensed vendor, missing documentation,
failure to self-assess, and arguments over the scope of applicable exemptions. For example,
debates are ongoing between taxpayers and auditors over the scope of what constitutes
machinery and equipment used in manufacturing. As with the sales tax examination, the
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auditor may focus on certain areas, such as inter- and intracompany transfers, advertising and
printing accounts, and credits to inventory.
If the data examined is in an electronic format, table 5-2 shows the typical fields the auditor will expect to see for purchases.
Table 5-2: Common Audit Purchase Data
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General journal entries. The auditor will want to peruse the company’s general journal entries to check for unusual and nonrecurring transactions that may have sales and use tax
consequences, such as occasional or bulk sales or purchases, nontaxable exchanges, and property distributions. Finally, the auditor may review the company’s board minutes to identify
transactions that may not be obvious from an examination of the company’s daily activities.

Limits on Time and Distance
Taxpayers should try to get the auditor to commit to a time frame for the examination. In
seeking to determine how long the audit will take, taxpayers might let the auditor know
that, for example, they have other auditors and audits to schedule, as well as a business to run
and life to live.
Also, consider isolating the auditors (that is, do not let them work at a desk next to the
company’s accounts payable clerk, one of the audit contacts, or the company president). Do
not make it that easy for the auditor to pop his or her head in every five minutes or so with
a quick question.

Be Professional
In dealing with auditors (or even coworkers and other human beings) some interpersonal
relationship rules should apply:
• Be friendly, but do not be a friend. (Most of us probably have enough friends already.)
• Do not be an enemy. (We also have enough enemies already, and hostility does not pay.)
• Be cooperative without being a pushover. At the least, be nonconfrontational.
Inevitably, the taxpayer and auditor will disagree. Thus, starting with a professional
demeanor is always a good strategy. (Yelling and screaming may come later but, once
started, tend to discourage compromise.)
• Do not offer comments about fiscal reform, politics, the chances of a flat tax, or
what you would do if you were in charge. An auditor who has been around for a
while has heard it all. Keep the small talk limited to, for example, the weather, who
won last week’s big game, and the latest trend in body piercing.

Closing Conference
Generally, the auditor will plan a closing conference. If not, the taxpayer should request one.
In preparing for the closing conference, taxpayers should do the following:
• Review the assessments and underlying working papers. Check for math or formula
errors in the worksheets. Watch out for double counting, such as when an assessment on a fixed asset also is listed as a result of the auditor’s accounts payable review.
Whenever possible, try to make adjustments at the audit level.
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• Identify and review with the auditor the problem areas, and make sure the positions
taken by the auditor and the reasons for them are clear. Ask for explanations of the
adjustments and substantiation for the positions taken, including relevant statutes,
regulations, policy positions, case law, and so on.
• Discuss the billing process, protest procedures, and interest rates, and be sure they
are understood. If contemplating an appeal, this is where the process really starts.
Procedural matters now become critical. Do not rely on the auditor or anyone else
to get it right. Rather, get written copies of the various due dates, appeal procedures,
and so on directly from the statutes.
• Do not miss deadlines. When the buzzer sounds, the referee does not allow extra
time to make that last score and neither will the government.
• Finally, do not expect the auditor or taxing jurisdiction to just give in. Auditors are
not paid to be easily intimidated. Further, the courts have stated more than once that
government should constitutionally tax all it can, and its resources are usually larger
than the taxpayer’s.

Conclusion
In considering all the ramifications of an audit, taxpayers and their advisers should keep
things in perspective. Taxes and audits go back to the dawn of history. In fact, some of the
earliest historical records in existence are written on clay tablets from the Sumerian civilization that flourished in Mesopotamia more than 4,000 years ago. Most of those writings
deal with economic matters, largely the imposition of tax on grain, barley, and hops used in
making beer. Taxpayers should keep that in mind the next time they sit down late at night
with a pile of tax receipts and pop open a beer.They are participating in a long and respected
historical tradition.
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Tax Bulletin
Sales and Use Tax
TB-ST-770
June 2, 2011

Recordkeeping Requirements for
Sales Tax Vendors
Introduction
If you are registered for purposes of New York State’s sales tax you are a trustee of New
York State and you have a responsibility to collect the proper amount of sales tax from your
customers and to remit the tax you have collected with your timely filed sales tax return.
As a registered sales tax vendor, you are required to keep accurate records of all sales and
purchases that you make. Keeping detailed records of your business operation will help you
prepare accurate and complete sales tax returns. Detailed records will also serve as documentation of the accuracy of your returns if you are audited.
While this bulletin does not provide an exhaustive list of the records you must keep, it
does give an overview of those records and references to more resources on recordkeeping
requirements.

Recordkeeping rules
When you file a sales tax return, it must show:
•
•
•
•
•
•

total sales,
taxable sales,
purchases by the business subject to tax on which no tax was paid to the seller,
credits (if any),
sales and use taxes due for each locality, and
any other special taxes due.

All of your records must be dated and kept in good order.Your records must provide sufficient detail to independently determine the taxable status of each sale and the amount of
tax due and collected.You must be able, through your records, to connect an exempt sale to
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a particular purchaser to the exemption certificate you have on file for that sale or purchaser.
If you issue an exemption certificate when you make a purchase, you must maintain a record
of the purchase and be able to prove the exempt use.

What records to keep
Sales records
You must keep records of every sale, the amount of the sale, and the sales tax on the sale.Your
must retain a true copy of each:
• sales slip, invoice, receipt, contract, statement, or other memorandum of sale;
• guest check, hotel guest check, receipt from admissions such as ticket stubs, receipt
from dues; and
• cash register tape and any other original sales document.
If no written document is given to the purchaser, you must keep a detailed daily record
of all cash and credit sales in a daybook or similar journal. Ask your accountant for help if
you aren’t sure how to do this.
If you sell both taxable and nontaxable goods or services, you must identify which of the
items you sell are subject to sales tax and which are not on the invoice or receipt. For example, a cash register tape must list each item sold with enough detail to determine whether
that item is subject to sales tax. You must always separately state the amount of sales tax
due on the invoice or receipt that you give your customer. For more information, see Tax
Bulletin Taxable Receipt (TB-ST-860).
If you deliver the product or service to a place other than your place of business, you
must maintain records that prove where delivery took place. A special rule applies to motor
vehicles, trailers, and certain boats. For more information, see Publication 750, A Guide to
Sales Tax in New York State.

Purchase records
Records must be maintained to establish the taxable status of all purchases of property or
services. Purchase records should include records related to:
• purchases subject to state and/or local taxes,
• purchases for resale (e.g., inventory and raw materials), and
• purchases exempt from state and/or local taxes for reasons other than for resale.
Purchase records must substantiate all your expenses and your cost of goods sold. These
records should also show that your business’s purchases bear a reasonable relationship to your
business’s sales.
You should also keep any other record or document that, given the nature of your business,
would be necessary to prove that you have collected and paid the proper amount of sales or
use tax due.
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Point-of-Sale (POS) systems
POS systems are utilized to record sales to a business’s customers. In many ways, POS systems
take the place of a traditional cash register. If your business uses a POS system, you must
comply with the rules and requirements outlined in this section.
When using POS systems, all sales and transactions are made through a computer system.
The system records what you’re selling, the selling price, and the quantity sold. Then it calculates the total due, including tax, and tells you how much change is due.The system should
record every sale and track all transactions.

POS system sales records to be kept
Each POS transaction record must provide enough detail to independently determine the
taxability of each sale and the amount of tax due and collected. Detailed information required for each sales transaction includes, but is not limited to the:
•
•
•
•
•
•
•

individual item(s) sold,
selling price,
tax due,
invoice number,
date of sale,
method of payment, and
POS terminal number and POS transaction number.

Summary documents should be designed so that the details underlying the documents,
such as invoices and vouchers, may be identified and made available upon request.
Any additional reports and schedules relating to the preparation of the tax return must be
maintained and made available upon request.

POS system purchase records to be kept
Detailed information required for each purchase transaction includes, but is not limited to the:
•
•
•
•
•
•
•
•

individual item(s) purchased,
date of purchase,
purchase price,
vendor name,
invoice number,
total invoice amount,
purchase order number, and
method of payment.

Any related inventory system must also be maintained and made available upon request.
Any additional purchase reports, schedules or documentation that reconcile to otherbooks
and records, such as purchase journals or a general ledger, must be maintained and made
available upon request.
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In order to be considered complete, the electronic records must permit the direct reconciliation of the receipts, invoices, and other source documents with the entries in the books
and records and on the returns of a taxpayer. If this reconciliation is not possible, the records
may be deemed inadequate to permit a detailed audit and another audit methodology (such
as a sampling) may be used.

POS system internal controls
Users of POS systems must maintain auditable internal controls to ensure the accuracy and
completeness of the transactions recorded in the POS system.
The records must provide the opportunity to trace any transaction back to the original
source or forward to a final total.
Audit trail details include, but are not limited to:
• internal sequential transaction numbers;
• records of all POS terminal activity; and
• procedures to account for voids, cancellations, or other discrepancies in sequential
numbering.
The POS audit trail or logging functionality must be activated and operational at all times,
and it must record:
• any and all activity related to other operating modes available in the system, such as a
training mode; and
• any and all changes in the setup of the system.
Failure to have the POS audit trail or logging functionality activated and performing these
functions is evidence of a lack of POS system internal controls.
Any and all documentation describing the automated data processing of the POS system
must be made available upon request.

How long must I keep these records?
You must keep all of your records for a minimum of three years from the due date of the
return to which those records relate, or the date the return is filed, if later.You must make
the records available to the Tax Department upon request. The Tax Department may require
you to keep records for a longer period of time, such as when the records are the subject of
an audit, court case, or other proceeding.
If you use a POS system and your system lacks the storage capacity to comply with the
three-year retention period, you must transfer, maintain, and have available in a machinesensible and auditable form1 any data that has been removed from the POSsystem. If you
change POS systems, you must ensure that the data from the old system is transferred, maintained, and available in a machine-sensible and auditable form.
1

Machine-sensible and auditable form means that the data should stored be in a commonly used format
and not stored or presented to the department in a format readable only by proprietary software.
252

Appendix 5A: Recordkeeping Requirements for Sales Tax Vendors

Maintaining records electronically
If you maintain records in an electronic format, all the requirements for paper records also
apply to records created and stored electronically. Records that are maintained in an electronic
format must be made available to the Tax Department in an electronically readable form. See
Publication 132, Computer-Assisted Audits—Guidelines and Procedures for Sales Tax Audits.

When your records are considered inadequate
Your records may be considered inadequate if:
• they don’t verify sales receipts,
• they don’t verify whether those receipts are subject to sales tax,
• they don’t provide details of each individual transaction (summary reports and daily
summary or “Z” tapes are not sufficient),
• they don’t verify the taxable status of your purchases,
• they don’t show that your business’s purchases correlate to your business’s sales,
• it’s not possible to conduct a complete audit using those records,
• you fail to make your records available to the auditor,
• they are not in a form that can be audited by the Tax Department, or
• an evaluation of your accounting system discloses that the system does not provide
adequate internal control procedures which assure the accuracy and completeness
of the transactions recorded in the books and records (e.g., the lack of sequentially
numbered invoices or guest checks, or the lack of dates on receipts).

Consequences of inadequate records
If your records are considered inadequate, you may:
•
•
•
•

be subject to an estimated audit methodology to determine any additional taxes due,
be subject to penalties and interest if additional tax is found to be due,
be subject to criminal penalties if you willfully failed to maintain proper records, and
have your Certificate of Authority suspended or revoked.

See Publication 131, Your Rights and Obligations Under the Tax Law, and Tax Bulletin Sales
and Use Tax Penalties (TB-ST-805).

Additional recordkeeping requirements for
certain vendors
Additional recordkeeping requirements apply for vendors in the following businesses:
• Retail food stores and other establishments that accept food stamps. See
TSB-M-87(12)S, Exemption from Sales Tax on Purchases of Eligible Food with Food
Stamps.
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• Show and entertainment promoters. See information beginning on page 40 ofPublication 750, A Guide to Sales Tax in New York State.
• Materialmen. See TSB-M-99(2)S, Materialmen - Pay When Paid, and Form ST-112,
Annual Application for a Materialman to Remit Sales Tax Under the Pay-When-Paid
Option.
• Parking garage operators in Manhattan. See Form TP-832, Special Requirements for
Parking Facility Operators* Located in New York County (Manhattan) Made Permanent.
Note: A Tax Bulletin is an informational document designed to provide general guidance in simplified language on a topic of interest to taxpayers. They are accurate as of the date issued. However,
taxpayers should be aware that subsequent changes in the Tax Law or its interpretation may affect
the accuracy of a Tax Bulletin. The information provided in this document does not cover every
situation and is not intended to replace the law or change its meaning.

References and other useful information
Tax Law: Sections 1132(c); 1135; 1138(a); 1142(5); and 1145(i), (j), (k)
Regulations: Sections 533.2; 541.3; 541.5; and Part 2402
Publications:

Publication 20, New York State Tax Guide For New Businesses
Publication 131, Your Rights and Obligations Under the Tax Law
Publication 132, Computer-Assisted Audits—Guidelines and Procedures for Sales Tax Audits
Publication 750, A Guide to Sales Tax in New York State
Publication 900, Important Information for Business Owners
Memoranda:

TSB-M-81(9)S, Records Required to Be Kept by Sales Tax Vendors
TSB-M-85(5)S, Vendor Responsibilities in the Collection of Sales Tax
Bulletins:

Exemption Certificates for Sales Tax (TB-ST-240)
Sales and Use Tax Penalties (TB-ST-805)
Taxable Receipt (TB-ST-860)
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Sales and Use Tax Rules of Four
Hypothetical States
Note: This chapter has only this one explanatory page. The underlying tables are separately
printed, for your convenience, in a separate “Tax Rules and Positions of Four Hypothetical
States” section in appendix B, “Special Materials.”The related discussions appear in chapter 7,
“Sales and Use Tax Assessment Working Papers.”

Overview
No two states will have the exact same sales and use tax rules and regulations. Even if statutory or regulatory language is very similar, case law and administrators for the different states
may interpret and administer them differently. We have listed some of the more important
sales and use tax rules and positions of 4 hypothetical states and placed them in appendix
B. These 22 rules do not follow those of any specific state but are rules common to several
states; they will help you analyze the sales and use assessment working papers in chapter 7.
It would be convenient if each state had such summary interpretations; however, it usually is a time‑consuming project analyzing each jurisdiction’s statutes and regulations to
determine their position on each sales and use tax issue. Furthermore, once the appropriate
statutes, regulations, case law, and other administrative guidance are found on a sales and use
tax issue, they may still be ambiguous. Nonetheless, the purpose of this book is to alert you
to various sales and use tax issues. Although it may take hours or even days to determine the
appropriate planning for tax consequences of past or prospective transactions, spotting the
issues is half the battle.
At this point, please take a moment to inspect the “Tax Rules and Positions of Four
Hypothetical States” section in appendix B, and then, proceed to read and work with chapter 7.
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Sales and Use Tax Assessment
Working Papers
Introduction
This chapter includes sales and use tax assessment working papers for two types of businesses.
The first is a national distributor of computers and computer products. Hi-Tech Computer
Center, located in state X, has nexus at various other locations across the country and files
sales tax returns in all states where there is a sales tax. Most sales are wholesale; however,
there are some limited retail sales. The audit period runs from January 1, 1992, to December
31, 1995. The audit working papers show three divisions of the company in three different
locations, all in state X. Some of the areas were audited only for limited periods. Accordingly,
the state has projected sales and use tax liabilities. The state has a 5 percent state tax and a
1 percent city tax (6 percent total). These working papers are included as exhibits A–E in
appendix B, “Special Materials.”
The second business, Miller Manufacturing, manufactures metal processing equipment (a tool and die company). The taxpayer has undergone significant expansion. Miller
Manufacturing does not have sales tax nexus in any other state. Its sales are typically, but not
always, to the ultimate consumer (that is, basically, to other businesses).The audit period runs
from January 1, 1993, to December 31, 1995. The taxpayer has only one location. The state
tax rate is 5 percent, and the city tax rate is 1 percent. The taxpayer is within the city limits.
Again, the state has not audited all periods and has, therefore, made some projections. The
audit working papers are included as exhibits F–I in appendix B.
The working paper comments include reference to sampling. Often, an audit may cover
three, four, or more years, and the auditor may not be able to review every transaction. As a
shortcut, the auditor may audit a limited period within the audit time frame, such as 1 month,
1 quarter, 1 year, and so on and then project the tax assessment over the entire period of the
audit based on this sample period. In other words, if the auditor examines only 1 month out
of a 1-year audit period, the effect of the findings for 1 month would be multiplied by 12.
Oftentimes, the auditors will ask the taxpayer to agree to a set sampling method. Any
proposed sampling method and the related projections should be scrutinized closely.
Theoretically, the sampling method may appear sound, but practical problems during a particular period, such as changes in personnel, seasonality, or faulty software, may skew the
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sample to the taxpayer’s disadvantage. Sampling should be fully understood and thoroughly
analyzed.
The working papers are, for the most part, self-explanatory. They are discussed in detail in
the following text.

Approach to the Assessment
We will be reviewing the hypothetical sales and use tax assessment working papers, keeping
in mind the background information provided previously. The discussion is coordinated according to the line numbers of the working papers. We will begin with Hi-Tech Computer
Center’s “Additional Taxable Sales” working papers (exhibit A in appendix B). Although state
X uses a numerical system in referencing its working papers, we shall, for ease in referencing,
refer to all working papers only by their exhibit letters.
The “Additional Taxable Sales” working papers are not very long and do not total a substantial sum. However, if this is a sample only, and it is projected out, the assessment could be
significant. Bear in mind that a large number of small errors may point to a need to educate
the accounts payable personnel so they will be more careful in reviewing large and small
items.Your analysis should start with the following considerations:
• Will this amount be projected? If so, is the projection method acceptable and
equitable?
• Are all assessed items within the audit period?
• Were there any tax rate changes during the audit period?
• Can the referenced invoices be traced easily?
• What is the location of the sale for determining the appropriate taxing jurisdiction?
• Are there any duplications on assessed items?
• Are resale or exempt sales certificates or direct-pay permits listed for the customers?
• Is there a possibility that the customer paid use tax on the transaction?
• Could some of the customers have been audited for the same transactions and paid
the tax, or could the customers have voluntarily remitted the tax?

Hi-Tech Computer Center
Additional Taxable Sales—Exhibit A
Line 1. Based on the name of the buyer, the purchases are likely resale purchases because
the name sounds like a computer retailer. Look for a resale certificate.
Line 2. Why is the invoice number missing? Because information is missing, the assessed
amounts should be scrutinized for duplication. Based on the name, the purchase could have
been for resale. Look for the invoice and resale certificate.
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Line 3. Being healthcare associates, contingent on the laws of the taxing jurisdiction, this
could be a tax-exempt entity. State 4 of our hypothetical states may be a state that exempts
this type of entity because health-related organizations are not taxed.
Line 4. Nothing obvious.
Line 5. Based on the name, this could be a tax-exempt entity. Also, because it is a service
contract, the rules and regulations of state X should be analyzed with respect to service
contracts. For example, in state 1, this would probably not be taxed. In state 3, this may not
be taxed contingent on whether it was sold with the merchandise at the time of sale. In
state 4, this may not be taxed if it were sold separately.
Line 6. Nothing obvious.
Line 7. Nothing obvious.
Line 8. Based on the name, the purchase is likely to be for resale because this appears to
be a computer retailer name. Look for a resale certificate.
Line 9. Note there is missing information. Because of this, such items should be scrutinized to see whether they could be duplications or otherwise nontaxable. It appears that
lines 1 and 9 may be duplicates (same invoice number, same amounts, but different dates).
Line 10. There would be two issues here. First, this could be a tax-exempt entity that
could be exempted in state 2, or the transaction could be exempt as a nontaxable service
contract in states 1, 3, and 4.
Lines 11–15. The name seems like that of a retailer. The files should be checked for a
resale certificate. Also, the line 11 sales fall outside the audit period, and its inclusion here
should be contested.
Lines 16–17. The name sounds like that of a retailer. Check the file for resale certificates.
Lines 18–20. Because it appears, by looking at the state and city tax columns, that state tax
was charged and city tax was not, it may be worthwhile to verify whether the customer is
located within the local sales tax jurisdiction.
Line 21. Because the state is not state X, this may be a nontaxable transaction for HiTech if it is shipping the product on behalf of the retailer. Note that because Hi-Tech pays
sales and use tax in all states, it would be a taxable sale if sold directly from Hi-Tech to
the customer. In a drop shipment scenario, the retailer does not have nexus in the state of
delivery. Tax treatment is contingent on state drop shipment rules. For instance, if this was a
drop shipment, there would be no tax under the rules of state 1 because there is no privity
of contract. If a resale certificate or appropriate documentation for the state at issue is not
provided, the sale could be taxed.
Line 22. Same issue as line 21.
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Additional Taxable Sales—Exhibit B
With respect to Hi-Tech’s Division 2 “Additional Taxable Sales” working paper, the following general observations could be made:
• Although the amount is nominal, if it were projected out, the assessment could
become significant.
• If the assessment for Tipton Armored Car of $1,200 could be eliminated, the assessment would be minor, even if projected. There is a good chance of getting this line
item eliminated if the invoice could be located. A resale or exempt sale certificate
could also be searched for.
The specific line analysis is addressed subsequently.
Lines 1–6. How is freight taxed in the state? State 2 does not tax freight. State 3 taxation
would be contingent on who billed the freight, as would state 4.
Line 7. If the missing invoice cannot be located, the customer should be contacted
for a copy because the amount is so significant in relation to the rest of the assessment. Eliminating the $1,200 would reduce the assessment by approximately 90 percent.
However, if the amount is not projected, the additional tax due on the invoice may not
make it worth the time and effort of going to great lengths to try and locate the missing
invoice.

Additional Taxable Sales—Exhibit C
From the working papers, it can be seen that the assessed amount was projected. Apparently,
from March to October 1992, June 1993, December 1994, and July 1995 were reviewed
because these months were not projected. It appears the projection amount may not be too
significant because the individual line items are nominal; however, the projection method
should be reviewed. Also, the auditors could have assessed line 3 twice. See line 5 of exhibit A.
The analysis of the specific assessments for lines 1–4 would be as follows:
• State 1—This is not relevant because the state does not grant exemptions to any
entities other than the federal government.
• State 2—Based on the customer name, these could be exempt entities.
• State 3—The two obvious questions would be as follows:
—— Are the customers tax-exempt entities?
—— Are service contracts taxable in the state?
• State 4—Line 3 comments would be applicable.
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Asset Detail Schedule—Exhibit D
The general comments with respect to these working papers would be as follows:
• Because inventory withdrawals were so significant (lines 2–34), how did the auditors determine these amounts? Were these assets possibly purchased tax free by using
a direct-pay permit, but the use tax was never remitted? Could some of these assets
have been withdrawn from inventory and shipped out of state immediately? If so,
might the withdrawals be tax free under a temporary storage exemption?
• Apparently, the state is taxing all items on which a sales tax was not paid and not
looking at whether a use tax was remitted. Credit is then given for use tax reported
(lines 49–88). Significant use tax is assessed; however, there is more use tax credit
than use tax assessed!
• Many lines are related to programming (lines 89–107). The state’s rules on programming should be analyzed. Furthermore, the specific services rendered should be
reviewed. For instance, was it all programming? Was some of it for training? Was there
some straight data entry? Was some for consulting that did not result in programming?
• If sufficient detail cannot be obtained on the programming from the invoices, a
written explanation from the programmers may be helpful.You may see if the auditors would accept such a written explanation.
• With the huge credit balance, did the state miss something, or was use tax grossly
overpaid? The taxpayer procedures for remitting use tax should be reviewed. Possibly,
they are remitting use tax when it is not due. The state could have a temporary storage exemption that the taxpayer is not aware of.
Specific line items are addressed subsequently.
Line 1. What were the specific services or goods provided to support the $20,465? Was
the software generated by custom programming? Was it a canned package? Was training
involved? Does this include a service agreement? Is the transaction subject to state X or
state A rules? As you can see, treatment of software programming differs quite a bit for our
four hypothetical states. In state 1, it appears this could all be taxable. In state 2, it looks as
though this charge would be exempt. In state 3, some amount could be exempt. In state 4,
based on the type of software, all or none could be exempt.
Lines 2–34. See the preceding general comments concerning inventory withdrawals. Also,
although the audit period is from January 1992 to December 1995, there is no assessment
for May, November, or December 1993 and all of 1992. These months may have been
overlooked—to the taxpayer’s advantage.
Line 35. Could this be manufacturing or processing equipment exempt in states 1, 2, or 4?
Line 36. What type of racks are these? Could they be deemed part of the real estate if
they are bolted into the floor or otherwise affixed to real property? Is the vendor licensed
as a real estate contractor? Does the purchase price include some assembly labor? See the
invoice included as exhibit 1. Note that it is not clear whether the labor was assembly or
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installation. A better description or wording on the invoice would be helpful. The answers
to these questions would have to be viewed in light of the four states’ rules.
Line 37. Is the hourly customer service something that is taxable? Did any tangible
personal property result from these services? This should be investigated. Furthermore, a
company the size of IBM should have a competent sales and use tax department. It should
also have nexus in all states. It may be worth a call to IBM.
Lines 38–39. As with line 37, it seems AT&T would have nexus in all states, and it should
have a good handle on sales and use tax laws. AT&T should be consulted. Also, do state X
or state B rules apply?
Line 40. Is this a major lease payment or a combined total of individual lease payments?
Is it an operating lease or a financing lease? The lease should be reviewed to see who is
responsible for sales tax and to determine the amount of the lease payments to find out
whether sales tax could be buried in the payment. Do state F or state X rules apply? State
X rules probably apply if the equipment was delivered to Hi-Tech in state X and is also
used there.
Line 41. The issue concerning the security equipment system is whether it might represent an improvement to real estate or the purchase of tangible personal property. This may
depend on how the system is installed or wired into the building.
Line 42. The assessed amount is so significant that the exact services performed should be
determined. Review the invoice included as exhibit 2. Under the laws of our four states,
taxable amounts could arguably be as follows:

Description

Programming

State 1

State 2

State 3

State 4

120,000

0

120,000

Training

18,000

0

0

Consulting

29,000

0

0

Data entry
Total taxable

5,735*
172,375

0
0

0
*
*

*
120,000

*
0

* Not clear on tax treatment. Further research required.

Line 43. Same as other programming comments.
Lines 44–45. The type of equipment should be determined to see whether it could fall
within an exemption for manufacturing or processing equipment or whether it could be
part of real property. Do state M or state X rules apply? Also, 3Com is similar to IBM and
AT&T; it probably has nexus in all 50 states.
Line 46. There are two basic issues here. First, would the underlying software be taxable?
Second, are maintenance agreements taxable? Also, does state X have jurisdiction?
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Line 47. Do state X or state H rules apply? Could this be exempt, based on the equipment rules of the four hypothetical states?
Line 48. More information should be obtained. The item might not be taxable or could
have been duplicated. This might be evident once the backup is found. Maybe it was just a
journal entry for which there is no invoice.
Lines 49–88. See general comments concerning use tax credits. Also, could there be additional use tax overpayments? Note there is no credit for use tax reported from January to
August 1992 (the first eight months of the audit period). However, also note that inventory
withdrawals were not taxed in 1992 and part of 1993. Because of the amounts involved,
this should be investigated. A larger refund could be possible.
Lines 89–101. Same as other programming comments. Also, could some of the programming have been done for an out-of-state location and, therefore, not be subject to state X
tax? Check for duplicate assessments because some of the dates and amounts are identical.
Lines 102–107. Same as lines 89–101 comments. Also, see the invoice for line 102 included as exhibit 3. Note that this shows the programming was performed at out-of-state
locations. This is probably not subject to state X tax.
Line 108. You should determine what this was and how much was assessed for equipment
versus software. The software would not be taxed in state 2 and could be exempt in the
other states, depending on the type, service, and so on.
Line 109. Was this charge for the telephone system or hook-up and installation? The tax
consequences could be different. See the invoice in exhibit 4. After reviewing the invoice,
it appears that, because it is an installation charge, this item would not be taxed in states 2–4.
Line 110. Could this have been an occasional sale and, therefore, not subject to tax (see
exhibit 5)? It appears that in state 1 (that has a liberal occasional sale rule), state 3 (that has
a more restrictive but broad occasional sale rule), and state 4, the transaction could be tax
free under the occasional sale rule.

Additional Taxable Expenses—Exhibit E
From a cursory review of the working papers, one could surmise that there are significant assessments with respect to certain vendors, such as Apple Computer; Merchandising
Incentives; U.S. West Paging; Software, Etc.; Larry Lake; and PG Business Services. The tax
policies of these companies and what they actually sell or what services they perform should
be questioned, in addition to the following:
• It would also be wise to question whether the assessed amounts are being projected.
It looks like they are because, for the most part, only 1994 invoices are being assessed. If the amounts are being projected, line 6 should be challenged because it
appears to be outside the sample period (invoice done December 1993; all other
invoices are 1994).
• Check to see whether use tax was paid on any of these items.
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• For purchases when significant use tax is assessed, it may be advantageous to check
with the vendor to see if it was audited and has been charged sales tax on the items
assessed. If this is the case, the state usually cannot collect tax twice, and proving
to the state that the tax has been paid by the vendor, the assessed amount could be
dropped.
Comments on individual line items are discussed subsequently.
Line 1. By the description of the assessed items, it appears these could be packaging materials that would be exempt in state 1, possibly exempt in state 3, and likely exempt in state 4.
Line 2. Same comments for line 1 would apply because the boxes could be for packaging.
Lines 3–4. Fred’s Supply Company could also be providing packaging materials. For
example, if the pallets were shrink wrapped with boxes that are being sent out to customers and are not returnable, pallets could be packaging materials. Again, these could then be
exempt in states with laws similar to those in states 1, 3, and 4. If the pallets were used for
internal storage or were returnable, they would not be exempt as packaging materials.
Line 5. Because software packages are being purchased, you should analyze the taxation of
software in the state. There is a good likelihood that the software would be exempt in state
2. If the software was specifically programmed for the company, it may be exempt in state
4, as well.
Lines 6–19. As indicated in the general introductory comments, the tax policies for Apple
Computer should be reviewed. A company that size would likely have nexus in most states.
If so, why would it not be charging tax? Also, the various state laws should be reviewed to
see if training materials could be exempt. They do not appear to be covered in any of the
hypothetical state rules.
Lines 20–31. Because the taxpayer has locations in many states, and the merchandise is
purchased out of state (from state U) a few questions come to mind. First, are these items
purchased, stored in a warehouse or other location, and then shipped out to the other
states? If this is the case, the use tax may not apply, provided there is a temporary storage
exemption in the state. If there is a temporary storage exemption, use tax would only be
paid on those items used in the state. If, for example, if 90 percent of the items are shipped
to out-of-state locations, use tax would be due on 10 percent of them. Based on our hypothetical state rules, there would be temporary storage exemptions applicable in states 2–4.
Line 32. The phone repairs should be reviewed. Repair labor is not taxed in states 2–3 (if
separately stated on the invoice) and state 4 (if invoiced separately). Based on the invoice
included as exhibit 6, because the repair labor is separately stated, it should be exempt in
states 2–3. For states 1 and 4, the $122 assessed should be reduced to $105 because the
balance was for parts, and tax was charged on the parts. Also, does state X or state L have
taxing jurisdiction?
Lines 33–44. Because these are charges from an out-of-state location, some of the pagers
could be used in other locations. This should be investigated. See the invoice for line 33
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(exhibit 7). It appears the equipment is located in state K and, accordingly, should not be
taxed in state X. The state K use tax should probably have been paid.
Lines 45–55. The same issues would apply here for Apple Computer and U.S. West regarding why tax was not charged. Furthermore, delivery location would be critical because
many of these items could be shipped directly to other locations. If they are shipped to
out-of-state locations, sales and use tax should not apply. If they are drop shipped on behalf
of a client, then the drop shipment issue that was discussed previously should be investigated. The client should be asked whether these were drop shipments, shipments out of state,
or shipments in the state.
Line 56. ACME Fire Sprinkler Company would likely be a contractor. Based on the
amount of the charge, this could be an improvement to real estate. Adding strength to this
argument would be the fact that the invoice was missing. The auditors may have been
uncertain and, accordingly, assessed it. First, you should see whether ACME Fire Sprinkler
Company is a contractor. If it is a contractor, you should investigate the tax consequences
based on the state’s tax laws. As a contractor, there should be no tax based on the rules of
states 1–2 and, possibly, under the state 4 rules, depending on the option the contractor has
chosen. Furthermore, it may be useful to determine whether the items are incorporated
into real estate, thereby causing the vendor to be considered a contractor in several states. If
ACME is putting in a fire sprinkler system, it looks like this would be deemed real property under the laws of states 1, 3, and 4 and, arguably, state 2.
Usually, the rules on what constitutes real versus personal property are subject to interpretation in each state.
Line 57. Home Protection Company could be a security company. Because the invoice is
again missing, there is a good chance that it is not taxable but that the auditors assessed it
for lack of information. If it is a security company, you should investigate whether this is a
charge for monitoring (generally a nontaxable service) or installation of a security system.
If it is installation of a security system, the issue is the same as that addressed for ACME
Fire Sprinkler Company, and the line 56 discussion should be reviewed.
Line 58. It appears this may be an automobile lease. Rules regarding taxation of leases
should be reviewed, especially those of automobiles, because some states have special rules
for cars. It would seem odd that only one lease payment was assessed if it is a long-term
lease. The lessor would generally tax all or none of the lease payments. This should be
investigated. It could be a one-time billing for property tax or insurance on a car. Also, because an audit sample was used, this might be the only invoice of its type during the audit
period.
Under the state rules for equipment leasing, state 1 indicates sales tax must be paid on all
equipment lease payments; state 2 has the option of paying tax on lease payments or paying
the tax up front. The company should be questioned to see whether tax was possibly paid
up front. The term of the lease should also be determined for purposes of state 3’s rules. If
the lease is short term, the tax may have been paid up front and would not be due here.
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The same analysis would be necessary for state 4 because it requires tax to be paid up front
on short-term leases and collected over the lease term for long-term leases.
Line 59. First Security Bank appears to be a lease. The same issues would arise as under
line 58, although this may not be an automobile. Again, having only one lease payment
taxed looks strange. Maybe the auditors just reviewed one month. On the other hand, they
picked up invoices from all of 1994. The taxpayer may decide to pay the tax versus jeopardizing further time and expense, if the total of all lease payments is questioned. Also, could
this be a type of exempt equipment?
Line 60. RIA could very well be a tax or other research periodical. The invoice is missing,
so it may have been assessed because of missing information. The taxation of journals and
periodicals should be reviewed. For state 1, it appears they would be exempt. Under state 2
rules, it appears they would be taxed. Under state 3 rules, you have to investigate how often
the information is issued. If it is an updated periodical, the question would be whether updates would qualify for the exemption. For state 4, the exact nature of the periodical would
have to be ascertained before determining whether it would be taxed.
Line 61. The same analysis would be required as for line 60 because this is also a
subscription.
Lines 62–64. These lines should be reviewed in conjunction with lines 20–31 to see if there
could be duplicate entries. The analysis would be the same as that used for Lines 20–31.
Lines 65–72. The programming invoices should be analyzed to see what type of service
was provided. The state’s rules should then be reviewed. The invoice for line 65 (exhibit 8)
indicates $2,249 was for training. Under state 1 rules, it appears this would be taxable.
Under state 2 rules, it appears this would be exempt. State 3 would apparently exempt the
training. Under state 4, it appears the whole invoice could be exempt, if programming is
custom tailored.
On the invoice for line 66 (exhibit 9), there is an expense reimbursement of $1,680. The
taxpayer could argue this should not be taxed. The state may argue it is taxable or nontaxable contingent on the services to which it relates. For example, if it covered actual programming, the state would likely argue that this is a taxable programming-related charge.
More detailed research into the state’s laws would be required to determine the taxability
of the transactions. Also, note there is a $2,000 charge for consulting. If that charge is for
computer programming or results in the development of computer programming, it may
be taxable if the programming is taxable. On the other hand, if the consulting is related to
computer personnel, office logistics, or other nonprogramming issues, the assessment might
not be taxable.
Line 73. If this is software, your typical software analysis would have to be performed.
In addition, if any of the assessment is found to be for training, consulting, or nontaxable
items, there may be a chance of reducing the assessed amount. According to exhibit 10,
there appears to be a charge for the service agreements and freight. Accordingly, the freight
and service agreement issues should be analyzed for each of the states.
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Line 74. This charge should be questioned because the amount seems extremely high.
It could have been freight from a number of transactions. Taxability of freight should be
reviewed. If it truly is freight, it would be taxed under state 1 rules, would be exempt under
state 2 rules, could be taxed under state 3 rules if the freight was charged by PG Business
Services, and would probably not taxed under state 4 rules because it is apparently separately stated.
Lines 75–76. It appears these charges are for editing or writing services. If an article or a
newsletter was written or edited, then the items may be taxed as documents because of the
accompanying transfer of tangible personal property. If it was for articles written and transferred to disk or paper, not in a newsletter, the odds of being taxed are lessened because
it would be more of a stand-alone service. Contingent on the applicable state’s rules, it
may not be taxable. Exhibit 11 shows the charge is for an article written for the company
newsletter, not for writing the newsletter itself. Accordingly, in most states, this would be
an exempt service.
Line 77. Interior lobby signs may or may not be taxable, based on the definition of signs
and how they are treated according to each state’s rules. The invoice should be reviewed to
see whether they were painted signs, free-standing signs, billboards, and so on. Also, in what
state (Z or X) were the signs installed?
Line 78. How these labels were used should be investigated to see whether they could be
nontaxable packaging materials or what use they were put to.
Line 79. Cups and towels consumed by the taxpayer would generally be subject to tax.
Where they were used and what they were used for could be pertinent questions.
Lines 80–84. The invoices would have to be found to see what Larry Lake did for the
company. Note that the invoice for Line 80 shows this was for construction services
(exhibit 12). Accordingly, this may not be taxable because Mr. Lake may be deemed a
contractor.
The other rules discussed pertaining to contractors and improvements to real estate would
apply here. Because this individual was constructing employee cubicles, you would want to
question how they were attached to the real estate, whether they would be moveable, and
so on.You should also check with Mr. Lake to see if he is a licensed contractor and if he
pays sales or use tax on the materials he uses. If he does, and the taxpayer was billed for it,
at a minimum, the state should reduce the assessed amount by the material cost because tax
was already paid on such amount.
Lines 85–89. The invoices should be analyzed to see what types of services PG Business
Services provided. In this case, it looks like it was not necessarily fabrication labor. As the
invoice for line 85 shows (exhibit 13), there was a charge for sorting documents. In many
states, a sorting service would not be taxable. State statutes should be reviewed to see
which types of labor are taxable.
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Note that lines 56–89 all have invoice dates of December 1994. This may be the auditor’s
error and should be investigated. Some of the actual invoice dates may fall outside the sample
period: either before or after 1994. If so, those line items should be dropped.
You will note that many issues discussed for Hi-Tech Computer Center (a warehousing
and distribution business) will also be present in the analysis of the next set of working papers to be analyzed for Miller Manufacturing. Even though the businesses are very different,
many of the same issues apply, especially in the additional taxable expense area, because most
businesses will have common expenses, such as office supplies, insurance, rental of vehicles,
and other overhead or administrative-type expenses. States have been enticing manufacturers
to locate and expand within their taxing jurisdictions. Accordingly, they may offer incentives
in the form of sales and use exemptions or abatements. State Y uses an alphabetical system
in referencing some of its working papers, but again, in this appendix, we shall refer to them
only by their exhibit letters.

Miller Manufacturing
Summary of Taxable Assets—Exhibit F
A quick review of the “Summary of Taxable Assets” working paper shows a few very significant items being assessed; other items should, of course, also be reviewed. However, your
focus should be on the higher dollar items for which the tax would be significant. There appears to be a variety of issues. Some of the assessed items might be deemed part of real estate
and, therefore, taxed differently or even exempt. There are some significant labor issues and
ancillary freight issues. Many of the descriptions are ambiguous. The rules of the applicable
jurisdiction would have to be reviewed to determine whether the audit assessment is correct
or, at a minimum, to ask the right questions of the person familiar with the materials, labor,
and services mentioned in the assessed amounts, in order to decide whether an issue should
be conceded.
Comments on specific line items are discussed subsequently.
Line 1. Because this invoice was not found, the taxpayer should recheck its availability.
When the auditors were in, the invoice may have been pulled for other purposes and
misplaced. If the invoice cannot be found, the assessment should be reviewed to see if other
KVP Systems amounts were taxed (possible duplication). KVP Systems could also be contacted to determine whether a copy of the invoice could be supplied.
Line 2. Statements should be reviewed, and the vendor should be contacted. If this was, in
fact, a telephone, it seems like a rather significant charge for it. However, if installation of a
telephone system was involved, it might not be taxable. There could also be programming
or related services, depending on the complexity of the telephone system.
Line 3. This invoice should be reviewed to determine the specific services rendered.
Maybe B & F Painting is a painting contractor and, therefore, would correctly not charge
tax on the invoices at issue. For example, if the rules of states 1 or 2 applied, and B &
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F Painting was a contractor, there should be no sales or use tax assessed because B & F
Painting would itself be required to pay sales and use tax on the materials it had used. For
state 3, it appears there would be tax only on a portion of the invoice, provided the labor
and materials were separately stated. For state 4, it would be important to determine the
option the contractor is using.
Line 4. The Alpha Inc. invoice should be reviewed; it is shown as exhibit 14. Note that
the amount at issue is attributable to the hook-up of a new plant computer system, which
includes labor and materials. The same contractor issues addressed for line 3 would apply;
a further breakdown of this invoice may be necessary. Also, the taxation of installation or
assembly labor could be an issue, if Alpha Inc. is not a contractor.
Line 5. This invoice, included as exhibit 15, should be reviewed. It appears that Alpha Inc.
is providing significant assembly services rather than installation. It would be important to
determine whether this was assembly (which is taxable in most states) or installation. Note
for states 1–2, the distinction between assembly and installation makes no difference. In
state 1, they are both taxed, but in state 2, neither is taxed. However, for states 3–4, assembly labor is taxed whereas installation labor is not. Accordingly, did this involve assembly or
installation labor? Also, were materials involved? Finally, for a job this size, it is likely that
Alpha Inc. is a contractor. Contractor rules for the state should be reviewed because there
could be a difference, as indicated in the preceding line 3 discussion.
Line 6. The main question would be whether Crafts Inc. is a contractor and the scope of
its services. Apparently, Crafts Inc. put up some glass board and constructed or assembled
some lockers. A breakdown of materials and labor would likely be helpful.
Line 7. Fairbanks Weighing could be a contractor. This should be reviewed. A floor scale
could be deemed part of real estate if it is built into the floor. This would depend on the
definition of realty by the state. For example, under state 1 rules, it appears that the floor
scale could be deemed real estate because it would likely be affixed to the structure. Also,
it could be deemed real estate under the rules of state 2 because its removal could cause
significant damage (a huge hole in the floor). Likewise, in state 3, it would possibly be considered real estate because it would require various skilled craftspersons to build the scale
into the real estate. Finally, depending on the characteristic of the floor scale and how it is
attached, under the rules of state 4, it could be deemed real estate if it cannot be removed
without being substantially damaged. Invoices for this charge should also be reviewed to
determine if sales tax might have been buried somewhere in the invoice and not easily visible. Even finding that tax was paid on a portion of the invoice would obviously be helpful.
Line 8. The amount billed on this invoice is very small. However, note that it appears it
was also picked up on lines 12 and 17. The invoice numbers are the same, the dates are
close, and the amounts are the same. The fact that the dates differ may be an error on the
part of the auditor, especially because the invoices are only one month apart. Also, the
invoice should be reviewed to see how freight is taxed in the state at issue. By the way, it
is also possible that Miller Manufacturing paid for the same item two or three times. If
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this is so, and it is pointed out to the auditor, he or she may be more receptive when other
“mistakes” are pointed out.
Line 9. Freight rules should be reviewed for this item. It does not appear there are other
Morris Scaffold assessments in the audit; accordingly, there does not appear to be the duplication problem found in line 8. It would be important to see whether freight was charged
and whether it was separately stated.
Line 10. The Maxy’s Plumbing invoice should be reviewed; it is included as exhibit 16.
Maxy’s appears to be a contractor. The charge is for the installation of a 12-foot boiler
stack, which would include material and labor. The contractor rules discussed in line 3
should be reviewed.
Line 11. Fairbanks Weighing shows up as being taxed for freight and various items on the
assessment.You may wish to review this invoice for duplication and the usual freight issue.
Line 12. There appears to be a duplication. See the preceding line 8 discussion.
Lines 13–14. The Midlands Mechanical invoices appear to be missing. Assuming the invoices cannot be found, it would be wise to check with Midlands Mechanical for them because the amounts are significant. At a minimum, one should determine whether Midlands
is a contractor, as well as the type of work performed. Even if the invoices cannot be located, it is feasible to have this assessment deleted if it could be proven that the type of the
work involved is exempt or that tax had already been paid by either Miller Manufacturing
or Midlands.
Line 15. The same contractor issue discussed in various preceding lines would be present
here. It appears that Quality Interiors probably laid a tile floor.
Line 16. American Freezer Services apparently provided services. Because there is no
invoice number, it may have been a simple statement for consulting or other services. Work
done by American Freezer should be reviewed, if a statement or other documentation
adequate to abate the tax cannot be found. Because it appears that services are being taxed,
and the amount is significant, the item should be closely scrutinized.
Line 17. See the preceding line 8 discussion.
Line 18. Note that the amount and date are the same as those shown on line 11. However,
the invoice numbers differ (396960 versus 396360). This invoice should be compared with
the one for Line 11 for possible duplication.
Line 19. This invoice should be reviewed. Possibly, this was a contractor that supplied the
materials and labor. On the other hand, it could have been a sale of equipment shipped
from out of state where the vendor had no nexus in the jurisdiction at issue. If this is so,
use tax might be due. However, Miller Manufacturing may be eligible for an exemption,
if the items are deemed manufacturing or processing equipment. If the rules are similar to
those of states 1 or 2 (and if equipment is used directly in the manufacturing process) or
state 4 (if the machine is used to produce other machinery or processing equipment), the
purchase could be exempt.
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Line 20. Although heaters will often be installed by a contractor, it appears this heater
was shipped in because freight was charged. Also, the air heater could be an item used in
the manufacturing process. Accordingly, the exemption discussed at line 19 may be worth
investigating.
Line 21. This appears to be a $25 per hour charge. The issue would be whether the 348
hours of labor are taxable. The invoice should be reviewed to determine the type of work
performed. Was it for installation? Assembly? Fabrication? Consulting? Is the vendor a
contractor?
Line 22. As with other freight issues, this would have to be reviewed, considering the
freight rules of the state. The invoice should show if the freight was charged separately and
to whom it was payable.
Lines 23–24. These invoices should be reviewed to see whether the work performed was
contract work or more in the nature of repairs to tangible personal property. It appears by
the name of the vendor that it is a contractor.
Line 25. This vendor also shows up in the assessment on line 16. However, here, it appears
the vendor is selling equipment rather than services. If equipment was sold, the vendor
might also have installed it or provided other services. Possibly, the details show up on the
invoice. Some of the ancillary charges might not be taxable. Also, the invoice should be
examined to determine whether any manufacturing or processing exemption might apply.
Lines 26–28. Model Electric may be operating as a contractor in some capacities and an
equipment repairer in others. The invoices should be reviewed to see the extent of work
performed.You should be able to determine whether Model Electric is a contractor. Other
information could also be helpful. For example, is the control panel an equipment control
panel, or is it part of the building? This could indicate Model Electric is operating as a contractor improving real estate or a repairer of equipment.
Line 29. The purchase of fans seems like it could result from an occasional sale that may
be exempt in the state. For example, state 1 has a broad occasional sale exemption for the
sale of property not in the normal course of business. State 2 does not appear to have such
an exemption that would apply here. State 3’s occasional sale exemption would possibly
exempt this transaction, if the fans had been depreciated by US Beef, and if it is not a seller
of fans. State 4 would follow this but also require that it did not engage a third party to assist in the sale. If the occasional sale exemption does not apply, it is possible that the fans are
used in the manufacturing process and could be exempt for that reason.
Line 30. This is a significant charge for a phone system. Was this the same type of work
as was assessed in line 2? Could it have been a deposit or an estimate payment of the first
month’s phone bill?
Line 31. It is unclear whether the assessment was for the sale of tarps or whether (based
on the vendor’s name) additional, perhaps nontaxable, services were provided. The invoice
is included as exhibit 17 but does not indicate that any services were rendered. Could it
be that Bowler Construction, making sales outside its normal business of contracting, had
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already paid tax on the tarps when it acquired them? If so, Miller Manufacturing should
receive a credit to the extent that Bowler Construction had already paid tax. Bowler
Construction would have to confirm the amount of tax paid before the state would allow
any credit. Also, note that the tarps cost $538, and $22 in tax was charged per the invoice.
Could this tax be state G tax (Bowler Construction’s location state)? The tax is approximately 4 percent, whereas state Y has a 5 percent state tax and a 1 percent local tax. If state
G was inappropriately paid, state Y would not allow a credit for the tax.
Line 32. This is a very significant assessment. The description listed is the auditor’s and
should not confuse the reader or cause him or her to concede the issue without thorough
investigation. It would be particularly important to review the invoice and related paperwork. The contracting, as well as the manufacturing, exemption issues need to be investigated. Installation and assembly work might also reduce the assessable basis.
Lines 33–34. The R & V Scale Service labor should be reviewed. If documents are lacking, R & V Scale Service should be contacted. Should R & V Scale Service be out of
business? If it cannot be contacted, then, depending on the rules of the state, it might be
possible to argue that labor should not be taxed. Such an argument has a good chance of
succeeding in states 2–4.
Lines 35–38. These are significant assessments. The details of the installations would have
to be analyzed to see whether these were, in fact, installations rather than assemblies. The
same analysis as for lines 4–5 would apply here.

Additional Taxable Expenses—Exhibit G
From a quick review of the working papers, the following general comments apply:
• It appears the auditors issued a credit for all use tax reported. Accordingly, tax will be
assessed on all items, even when use tax was paid.
• The company’s chart of accounts should be reviewed to see which areas the taxable
items are assessed in. For instance, if the account shows the assessed item is an inventory item, you should determine whether it may fall into an ingredient or a component part category. An exception is office supply inventory that will have a higher
likelihood of being taxed than manufacturing inventory. However, if packaging tape
or other packaging supplies are incorrectly expensed to office supplies, they may
likewise be exempt (and the company should reclass these items to the appropriate
cost of goods sold account).
Comments on specific line items are discussed subsequently.

Exhibit G: Page 1 of 4
Lines 1–36. These lines should be reviewed to ensure all months in the audit period have
been included. Any omitted month would forego credits against taxes assessed. Confirm
these amounts with the use tax returns filed and taxes paid.
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Line 37. The tooling for the shop does not appear to have been paid to a large company.
You should inquire about any services that might have been rendered that might possibly
be exempt.
Line 38. One would assume the monthly maintenance charge from AT&T would be appropriately taxed. AT&T probably has nexus in all states. Review the service and maintenance agreement rules in each state to determine if this should be taxed. They would be
taxed in state 2 and could be in states 3–4, based on whether the agreement also involves
the sale of merchandise by AT&T.
Lines 39–40. You should ask whether the brass wire is a supply item that is expended in
production or something that becomes an ingredient or a component part of the product
and could be exempt as a resale item.
In reviewing the various state rules, it appears that if the item is consumed during the
manufacturing process, it could be exempt under states 3–4. If it becomes a component part
or is physically incorporated into the product, the item could be exempt in states 1 or 2.

Exhibit G: Page 2 of 4
Lines 1–9. See the discussion for line 38 on page 1 of exhibit G.
Lines 10–13. It appears these items were used in the new buildings or for other electrical
maintenance. However, some of the invoices should be reviewed to see whether they were
for purchases of materials that could be incorporated into products being manufactured
and, therefore, possibly exempt.
Line 14. This check looks like it could be payment for personal services rendered. The
taxpayer should be questioned regarding this.
Lines 15–16. The same analysis as lines 39–40 on page 1 of exhibit G apply here.
Lines 17–45. Note that one might designate these as shop items. Ask the client whether
some of the electrical parts purchased are incorporated into the machine. It seems to be
significant purchases solely for repairs and maintenance.

Exhibit G: Page 3 of 4
Lines 1–4. It would be helpful to understand the taxpayer’s business and what these materials would be used for. Also, it appears that line 1 is outside the audit period that runs from
January 1, 1993, to December 31, 1995, because the invoice date is September 1992.
Lines 5–9. These appear to be shop supplies but could be consumed during the manufacturing process and, therefore, qualify for exemption in states 3 or 4. For a further analysis of
lines 6–7 (carbide inserts), refer to lines 8–9 on page 4 of exhibit G.
Lines 10–14. These items look like employee purchases. Tax should have been paid on
these items by the employees when purchased or else reimbursed to Miller Manufacturing.
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Line 15. This plastic-dip coating should be exempt if it was used to coat products that
are resold because the plastic would become a component part. If it was used for coating
manufacturing or processing equipment, there may also be an argument that it is exempt in
those states where manufacturing or processing equipment is exempt.
Line 16. Ball bearings could have been used in a product or to repair machinery. Their use
would determine whether they may be exempt.
Lines 17–20. It appears these items could be taxable as office supplies. The tape may be
packaging tape and could be exempt as packaging material.
Line 21. These rubber sleeves and gloves, although used and consumed in the manufacturing process, may not be exempt in most states. They do not become component parts of
the product manufactured nor are they part of the manufacturing process.
Line 22. The trailer rental would probably be taxable in most states. U-Haul probably
has fairly specific sales tax procedures.You could inquire of the procedures at U-Haul. For
many of these smaller dollar items, unless they are projected, it would not be worth doing
significant research to determine if they could be exempt. However, you should have a
general understanding of whether equipment rentals are taxed in your state and in what
situations they are exempt.
Lines 23–30. Again, the taxpayer should be careful to allocate to exempt inventory any
supplies purchased, if they will be used in a product.
Lines 31–33. These entries appear to be for the lease of equipment with an operator.
Accordingly, in state 1, this should be an exempt transaction. It appears that a crane or
other heavy piece of machinery was needed to move some manufacturing equipment (a
press) (exhibit 18). In state 3, because the operator charge of $228 is separately stated, this
amount should be exempt.
Line 34. The purchase of a cash disbursement journal would be taxed in most, if not all,
states.
Line 35. Packing slips may be exempt. In states 1 and 4, it appears these would be exempt
because they are packaging materials and shipped out with the product.
Lines 36–37. Same as lines 39–40 on page 1 of exhibit G.
Lines 38–39. The labels, if packaging materials, would be exempt in many states. Also, the
states’ tax rules concerning labels in general should be reviewed. Because line 39 is a credit,
this line would not be one to question.

Exhibit G: Page 4 of 4
Lines 1–2. You should ask the taxpayer the amount of the programming charges. For programming charges, they are not significant. The programming and related services would
probably be taxed in states 1 and 3 but likely exempt in states 2 and 4.
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Line 3–4. Depending on how the glass beads are used, they could be exempt in states 3–4
if they are used to modify a product (which is likely because the name of the vendor is
Metal Finishing Systems).
Line 5. This item would likely be taxed, unless it is used in the manufacturing process,
although in some states, it may be exempt. Also, it looks like it is outside the audit period
(January 31, 1993, to December 31, 1995) and should be deleted because the invoice date
is October 1992.
Line 6. This looks like it could be a packaging kit. To the extent payments are for packaging items, they may be exempt contingent on the states’ rules. Again, it looks like this item
is outside the audit period and may be deleted for that reason.
Line 7. It appears these are pallets purchased for the shop. If they are used to ship out
product and are not returnable, they could qualify as nontaxable packaging items.
Lines 8–9. The question is this, What are the carbide inserts used for? Do they go into the
product, or are they expended in the manufacturing process? Could they be used in the
manufacturing equipment? If the manufacturing equipment is exempt, is there a possibility
that these would also be exempt?
Lines 10–15. Unless these are manufacturing or processing tools that would qualify for
exemption, it appears most of them would be taxable items.
Line 16. The rules for nurseries or trees should be reviewed in each state to see whether
these items are taxable. Installation labor rules would also have to be reviewed. For example, in states 2–4, installation labor would not be taxed. The invoice should also be scrutinized to see how the labor portion is worded and the material portion is described.
Line 17. The invoice would have to be reviewed to see if the equipment was leased with
an operator. Other leasing rules should also be analyzed.
Lines 18–19. The predominant issue would be whether these motors are used in the
manufacturing process and, therefore, may qualify for exemption in some states.
Line 20. The metal finishing system’s rust inhibitor would be exempt, if incorporated
into the product and resold. It may be exempt in some states, if used on otherwise exempt
manufacturing equipment.
Lines 21–22. The PVC tape may or may not be exempt, depending on what it is used for.
For example, is it a packaging material?
Lines 23–26. These items would likely be taxed, unless they were incorporated into a
product or deemed manufacturing or processing equipment. If so, they would be exempt
in some states.
Line 27. Lacquer thinner would rarely be exempt. The only exception would be if it was
used to thin paint or other items that are incorporated into a product to be resold.
Lines 28–30. The taxpayer should be asked for what purpose the Kraft wrap paper is
used. Packaging? Could lines 28–29 be duplicates? They may be, if the auditor transposed
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the invoice number when entering it on the working paper. The dates and amounts are
identical.
Line 31. The machine eye bolts could be exempt, if used as part of a resold component or
an exempt machine.
Lines 32–33. You would ignore these because the taxable portion is zero.
Lines 34–37. This concrete would generally be taxed, unless it was incorporated into real
estate or, possibly, if it was used for exempt machinery.
Lines 38–43. The question would be, What are these supplies used for? Are they incorporated into products? Are they used for general repair and maintenance around the plant?
Are they used on machinery that is otherwise tax exempt?
Line 44. The football tickets purchased may already have tax included in them. The rules
for admission to events should be reviewed in each state to see if they would be taxable or
exempt.
Line 45. The charge for building a perforation table should be reviewed. If the table is
deemed a part of the real property or incorporated into the real property, Patricia Clark
may be treated as a contractor, and tax would be paid, in most states. If it was for fabrication labor and parts, then the table should be taxed. If Patricia Clark paid tax on materials, there should be a credit requested for the amount of tax paid. Also, could the table be
exempt manufacturing equipment?

Additional Taxable Sales—Exhibit H
An overview of the “Additional Taxable Sales” working paper would generate the following
questions:
• Is the total amount projected? If not, the assessment is not too sizable, but it could
be reduced significantly, if a few of the major items could be deleted.
• The taxpayer sells to some significant corporations. Those corporations would
likely have good sales and use tax accountants on staff. They may already have
paid use tax on some of the items for which the state may allow a credit to Miller
Manufacturing, so tax is not charged twice. The purchasing company may have been
audited previously.
• Resale and exempt sale certificates should have been on file for these companies, if
sales tax was not charged. The files should be reviewed for these documents.
Because this is a manufacturer of machinery, check with the states to see whether manufacturing machinery is exempt. You will note that for state 1, there is a blanket exemption;
for state 2, there is a fairly broad exemption; in state 3, there would be no exemption; and in
state 4, there would be a limited exemption that may apply in this situation because Miller
Manufacturing appears to manufacture equipment by customers such as AT&T; Ford; and
judging strictly by names, possibly some other manufacturers.
The specific lines of the assessment are discussed subsequently.
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Line 1. The AcroMed sale appears to be an out-of-state sale. Miller Manufacturing does
not have nexus with other states. Accordingly, the shipping document should be reviewed
to see whether this item was shipped to an out-of-state location.
Line 2. The American Red Cross may be a tax-exempt entity. Reviewing the state’s rules,
it would not be exempt in state 1 but probably would be exempt in state 2 and, possibly,
state 4.
Lines 3–4. The question would be whether a design charge was a taxable sale or nontaxable service. Rules on design charges have to be reviewed for each state.
Line 5. Would a rework charge be a repair charge? Would it be solely a nontaxable
service? If it is a repair, it may be nontaxable in states 2–4. Could it also be fabrication or
assembly?
Line 6. It appears this was a charge to bore a bracket. The question would be whether this
was taxable fabrication labor or other repair labor. It seems logical that it could be fabrication labor. Due to the insignificant amount, however, it probably did not include the sale
of the entire bracket. If it did, the bracket sale would likely be taxable, unless there was an
exempt sale or resale certificate.
Line 7. Is this fabrication labor, or is the drilling only a service? Furthermore, what are the
tongues used for? Could they be manufacturing equipment?
Line 8. Parkway Church might be an exempt entity. It could be exempt in states 2–4.
Look for an exemption certificate.
Line 9. Same as line 8 analysis.
Line 10. The charge to rework the molds could be a nontaxable service. It could also be
fabrication labor for the equipment to be used in manufacturing and, therefore, exempt
for states allowing an exemption for manufacturing equipment. Also, it could be exempt
because, based on the state code, it may be an out-of-state sale.
Lines 11–12. Question whether these items would be used in machinery or for sales.
Line 13. The question arises about whether this is a sale of personal property and ancillary
services or stand-alone setup and programming services. If the setup is similar to installation, it may be exempt in states 2–4. If it is similar to assembly, it may be exempt only in
state 2.
The type of programming should be investigated by asking the client about the general
type of programming that was done and also the specific type of programming that was
done.
Line 14. Question what the barbed lugs are and what they are used for.
Line 15. Because knee braces are being manufactured, see whether state P has exemptions
for health-care equipment.
Line 16. Telephone Pioneers may be a tax-exempt entity under the rules of state 2 and,
possibly, state 4, depending on what it does.
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Line 17. There are basically three issues. Was this an out-of-state sale? Was this taxable rework
labor? Was this work for a tool to be used by a manufacturer and, therefore, possibly exempt?
Line 18. Question whether this was an out-of-state sale and what constitutes rescreening.
Is this a nontaxable service or type of taxable labor?
Line 19. Because the auditor’s description says “form & slot dies,” the main question
would be whether the dies are manufacturing equipment eligible for exemption.
Lines 20–21. Because these amounts appear to offset, they could likely be ignored.
Line 22. Because this assessment is only for a city tax, it is not as significant. Note that
because it says city only, it is listed as nontaxable for state in the “State” column. It will be
taxed city only. Investigate why the state tax was omitted in this situation yet charged on
lines 19–21.
Lines 23–24. Sometimes, common carriers have sales and use tax exemptions. Because this
is a sale to the railroad, see if there is such a common-carrier exemption.
Lines 25–26. The Jacob Corporation items purchased could be manufacturing equipment.
Again, a drill charge on line 26 could be questioned about whether it is a taxable service.
Also, because it is an out-of-state company, could it have been delivered outside the state?
Line 27. An issue would be whether the setup charges would be taxable and if the notching would be taxable. Notching seems like fabrication labor and, likely, would be taxed if
fabrication labor is taxed.
Line 28. Mary Our Queen could be a tax-exempt entity and, according to the listed
states, would probably be exempt in all states but state 1. Be sure an exemption certificate
was provided. Even for sales to exempt entities, some states will deny the exemption, unless
a timely signed and dated exemption certificate is on file.
Line 29. The plate for pressure blasting may be manufacturing equipment. However,
if used by a car dealership, as it appears, it may not fall within a manufacturing type of
exemption.
Line 30. Based on the name of the customer and description of the product, it appears
this could qualify for a manufacturing exemption, if available.
Line 31. Check for a potential manufacturing exemption, and see if it was an out-of-state sale.
Line 32. You should question what troubleshooting is. Is it a nontaxable service? Also,
could a flange axle be part of manufacturing equipment?
Line 33. Is reworking the same as blade sharpening? If so, is this a taxable or nontaxable
service? Sharpening may be specifically addressed by the state.
Lines 34–35. It looks like this is production of parts used in some equipment. It would be
a question about whether it is manufacturing equipment or whether a resale certificate is
available.
Line 36. Stainless steel wall plates do not sound like they would be used in manufacturing.
They would likely be taxed, unless an appropriate resale certificate is on file.
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Additional Taxable Expenses—Utilities—Exhibit I
Reviewing these working papers, you might immediately notice there are only two vendors.
The taxing policies of both vendors should be reviewed. Because it appears there have been
significant overpayments on natural gas and underpayments on the water bill, one would be
led to believe there is some confusion on the taxation of utilities. The Miller Manufacturing
accounts payable personnel may need to be educated on this subject.
This is obviously not a state with rules similar to that of state 1 because no utilities are
exempt from sales and use tax there. The rules could be similar to those involved in state 2
where any utilities related to a manufacturing process are exempt. In state 3, only utilities
directly used in the manufacturing process are exempt. In state 4, gas and electricity used in
manufacturing are exempt only if over 50 percent of the utilities are used in manufacturing.
With respect to water, different rules often apply. In state 1, water for manufacturing is
exempt only if directly used in manufacturing. If this was a state with rules similar to state
1, you would have to review the water usage to see if an exemption could be claimed. If
the rules are similar to state 2, water is not exempt. It would not be worthwhile reviewing
the water usage. With respect to state 3, if water is used over 50 percent in manufacturing, it
is exempt. It becomes difficult not only to determine the exact amount of water usage but
water usage by meter. If it is water usage by meter, a planning opportunity would be to have
meters installed to ensure at least part of the water is exempt. The rules for state 4 would be
similar to those rules for state 3, except it would be easier to qualify for exemption because
indirect water use for manufacturing would also be exempt.
Researching the taxation or exemption of utilities and water is usually justified because
the numbers will be significant. Even if there is not significant utility or water usage in a
month, the fact that it is a recurring expense causes the numbers to accumulate significantly.
A good exercise would be to review the months and be sure any months missed would
be added in. For example, if the invoices shown missing on lines 12 and 21–23 cannot be
located, it would be worthwhile to contact the gas supplier. If its records do not go back that
far, the auditor may allow some refund based on averaging the refunds. Note also that the
transactions on lines 1–2 apparently predate the audit period. Should this be brought to the
auditor’s attention? Including these overstates the refund.
Even if you do not intend to spend time on sales and use tax audits or sales and use tax
engagements, it would be useful to have an understanding of utility taxation in the state(s)
where you or your client pay utilities.
Understanding these rules is a simple way to ensure your client or business is taking advantage of any exemptions that could be significant. Knowing the rules can also ensure the
taxpayer is not incurring a significant unrecorded liability. For example, your client or business may have inadvertently claimed exemptions but did not qualify. Some individuals or
businesses make a living by focusing on a few sales and use tax areas and cold call businesses
to offer this analysis free of charge but for a percentage of the savings. Whether you would
engage in this type of activity or just have the information available for select purposes, it is
a worthwhile endeavor because of the potential savings.
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Summary
Unlike other areas of tax accounting, the complexity of sales and use tax laws is due largely to
the numerous jurisdictional differences. Due to the variety of treatments for the same transactions among all the taxing jurisdictions, no single course can be all-inclusive. However, some
general principles are pertinent from state to state. Even some of the firms that specialize in
sales and use tax refund issues, such as refunds on energy source exemptions, manufacturing
equipment exemptions, or other commonly overlooked sales and use tax potential refund
areas, engage professionals who, although they may have significant sales and use tax experience, do not have experience specific to the jurisdictions in which they are seeking refunds.
Once you have a general understanding of some sales and use tax underlying principles,
you will be able to focus on and understand relevant issues more quickly. With a general
understanding, you will be less likely to be intimidated by sales and use tax audits.
The state auditors’ job is to properly apply the tax law. Although they may be very good
technically on issues, they may misunderstand the facts or nature of your particular business.
When there is misunderstanding, it is not unusual to find mistaken tax assessments. Even
though a company may be assessed significant amounts during a sales and use tax audit, it may
still have overpaid its tax liability. Although state auditors should pursue refunds and overpayments as vigorously as assessments, many do not. That is where you can benefit your business
or your client’s. In analyzing assessments, you may want to consider the following procedures:
• One simple step is to determine the proper statute of limitations. Is the assessment
within the proper scope? This simple step alone could result in significant savings.
• Review and understand the state’s audit working papers. This includes an understanding of their projection methodology to see that it is technically accurate and
equitable. Once these working papers are understood (which is not difficult if you
request the assistance of the auditor, who will generally cooperate), you will realize
that much of the assessment relates to typical accounting and bookkeeping issues.
Probably the most intimidating part of a sales and use tax audit, once you understand the working papers, is the volume. However, use the volume to your advantage.View it as more room for error on the part of the auditors and, therefore, more
benefit you can bring to your company or client.
• As you saw in chapter 7, “Sales and Use Tax Assessment Working Papers,” there were
various duplications and assessments based on journal entries or completeness tests.
Although these duplications may have seemed basic, they were based on real situations that had slipped by both the auditors and taxpayer.
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• Another simple step is to look for tax overpayments. For example, does the state
have an energy source exemption? Is there an exemption for manufacturing equipment? Are there other sales and use tax incentive programs available in the state, such
as exemptions for pollution control devices or specialized equipment?
• Check invoices to note whether tax was possibly included but not separately stated
or stated on some unusual part or section of the invoice.
• Check for the possibility of taxes being paid to another state. Paying taxes incorrectly to another state can be a costly error because most states will allow a credit for
taxes paid to another state only if that tax was paid correctly. To determine whether
tax was correctly paid to another state may require a review of that state’s sales and
use tax rules, as well.
• Another simple procedure is to determine the appropriate taxing jurisdiction for
sales on which sales and use tax was not charged.Your client may not have nexus in
the state where the product was delivered. In most circumstances, delivery location
determines which state’s tax should be charged. Also, your company or client may
have a main location within a municipality’s taxing jurisdictions but a storage facility
or other location outside the city limits.
• Before any meetings with auditors, resale certificates and exempt sales certificates should
be accumulated and reviewed.These are critical in any audit of sales and use tax.
• If goods are received in a state and shipped out of state, check temporary storage exemptions. This can provide a significant tax savings for a nationwide company when
its headquarters or distribution center is located in a particular state.
• Likewise, items ordered at one location for delivery or distribution to another location may be exempt from the sales or use tax of the state where ordered.
• Once these basics tasks are performed, other more time-consuming tasks can be
undertaken, including
—— searching for lost invoices. This may include calling the vendor or other source
to obtain information or documentation.
—— if there are significant sales or purchases to or from a customer or vendor considering contacting that party to inquire if it has been recently audited. If it has
paid the tax, the state may be precluded from collecting it twice.
—— reviewing invoices to see if items are lumped or taxable and nontaxable items
are separately stated, such as repair parts and repair labor, consulting services, and
computer programs.
• Use tax returns should be reviewed and compared with the audit working papers, if additional taxable expenses are assessed, to prevent tax being assessed on items already taxed.
• Always review unexplained adjusting journal entries or missing items that are the
subject or cause of an assessment because these may be taxed elsewhere in the audit,
or the item may be otherwise exempt, or tax may have already been paid on the item.
• Based on exemptions in a state, review items to see if they could be exempt as
nontaxable subscriptions, packaging materials, component parts, nontaxable labor, or
whatever other exemptions are available in the state.
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Chapter 8: Summary

If the preceding procedures are followed, and the state’s rules are summarily reviewed, you
should be able to find some issues to reduce a sales and use tax assessment or your sales and
use tax exposure. If your time is limited, focus on exemptions to see if any of them apply in
your situation.This requires little research and can yield the greatest financial reward. Look at
the checklist in appendix A, “Sales and Use Tax Procedures,” to help you review and analyze
your company’s or client’s sales and use tax procedures.
Finally, because it is quite impossible to become familiar with the sales and use tax laws
of every state, your only recourse is to come up with a method for tackling those issues in a
way in which you know you have touched all the bases necessary to solve the problem. Here
is one possible approach.

A Methodological Approach to Sales and
Use Tax Questions
Apply the following five steps to each sales and use tax question:
1. Do I have a filing obligation? This is the first and fundamental question, Do we have
nexus in the jurisdiction? If not, we don’t have a filing obligation, and our inquiry can
stop right here. Go home, put your feet up, and drink your favorite beverage.
2. Is there something about the subject matter of the transaction that eliminates
the tax? If we do have nexus (a filing obligation), our next question should be, Does the
transaction involve something that is subject to sales and use tax in the applicable jurisdiction? In other words, is the subject matter of the transaction (tangible personal property, services, and so on) something that is clearly taxable in that jurisdiction? Generally,
all retail sales of tangible personal property are going to be taxable but not all services.
Usually, they are specifically enumerated. If the subject matter is not taxable, you are
done. Go home, put your feet up, and drink your favorite beverage.
3. Is there something about the nature of the transaction that might eliminate
any taxation? What this question asks is, Even if we have something that’s ordinarily
taxable, is there anything special about how it is transferred that eliminates the tax that
would otherwise be imposed? In general, sales and use taxes apply to retail transactions
(that is, the transaction in which the subject matter is transferred to the ultimate consumer). Other types of transfers, such as wholesale sales; casual, isolated, or occasional
sales; and entity-restructuring transactions, among others, might be defined as transactions that do not result in the imposition of sales or use tax, even though the subject
matter would be taxable in a retail sale. In short, do you have a sale? If so, is it a taxable
retail sale? If the transaction is exempt, stop here. Go home, put your feet up, and drink
your favorite beverage.
4. Are there any exemptions (entity, product, or use) that might apply to this
transaction? Okay, so we have nexus, and nothing about the subject or nature of the
transaction is taxable.Then, we ask, Is there a separate exemption or exclusion that might
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apply? Usually, exemptions or exclusions fall into one of three buckets: entity, product,
or use.
First are entity exemptions. Is there something special or unique about either the seller
or purchaser that might exempt the transaction? The most common entity exemptions
include churches, governments, and other not-for-profit entities.
Product exemptions include food, prescription drugs, agricultural products, environmental goods, and so on. For example, it is no surprise that agricultural states, such as
Nebraska and Kansas, exempt quite a few agricultural products, and industrial states,
such as Michigan and Ohio, exempt industrial products.With the recent emphasis on the
environment, we are starting to see a lot of exemptions tied to environmental products.
Finally, exemptions are tied to the use of a product. For example, fuel and machinery
are usually taxable items of tangible personal property, but if used in manufacturing or
construction, they are often exempt. Purchases of raw materials are clearly purchases of
tangible personal property, but if they are becoming an ingredient or a component of a
manufactured good or a container for the final product, they may be exempt from sales
tax when purchased.
This fourth step can sometimes be the most time consuming because there is often no
rhyme or reason for specific exemptions and exclusions, other than political, economic,
or social causes. However, most states group their exemptions together in their statutes
(for example, Colorado’s exemptions are all under CRS §§ 39-26-701 through 725).
Most of a state’s exclusions can be found in the “Definition” section of the state’s statutes. For example, Colorado’s definitions are all found in CRS §§ 39-26-102. In short,
your search for exemptions and exclusions should focus on particular sections of a state
code, particularly definitions, if you are looking for exclusions. If you find an applicable
exemption or exclusion, stop here. Go home, put your feet up, and drink your favorite
beverage.
5. If not, what is my tax base? Okay, so we have gotten this far and are faced with a
taxable transaction. The last question is to determine your tax base: the amount upon
which the tax is computed. Determination of the tax base generally starts with the sale
price. Some of the things that may affect the tax base include discounts, coupons, tradeins, transportation or freight, installation, bad debts, returns and allowances, and interest
and finance charges. All of these items may be an adjustment to the sale price and, thus,
the tax base to which the tax is applied. Once you have defined the tax base and applied
the rate, you are done. It is time to go home, put your feet up, and drink your favorite
beverage.
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Sales and Use Tax Checklist
You may find this checklist helpful when reviewing and analyzing your company’s or a
client’s sales and use tax procedures. The following is by no means allencompassing, but it
should provide a starting point for such a review.

I. Nexus
This is an obvious starting point. Determine whether or not your client or company has an
obligation to collect or remit sales or use tax for the jurisdiction at issue.The business would
logically have nexus in the state of location, but nexus in other states would not be so clear.
To begin your nexus analysis, look at
_____ sales outside the state of location.
_____ facilities or other property located outside the state.
_____ states where state payroll taxes are being withheld.
_____ other activities carried on outside the state of location.

II. Reporting, Disclosure, and Payment of Tax
Sale Transaction
_____ Check the definition of sales in a state under review to see how encompassing the
sale transaction is and what items, which otherwise may not be taxable, would be
included in the sale transaction. For instance, freight included in an invoice may be
considered part of the sale transaction, whereas freight separately stated may not
be. Also, finance charges generally will be outside the scope of the sale transaction,
whereas trade-in allowances often would be within the scope of the sale transaction.
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Taxing Jurisdiction
_____ Confirm the appropriate taxing jurisdiction. For example, see whether a taxpayer
may be in or outside of the city limits for purposes of a local tax.

Registration
_____ Be sure the taxpayer is appropriately registered with the taxing jurisdiction.

Statute of Limitations
_____ Determine the statute of limitations for the jurisdiction at issue. The transactions
that occurred before the statute of limitations expired should not be a concern,
provided returns have been filed appropriately.
_____ In the event of an audit, transactions outside of the audit period should be questioned.

Location of Sale and Transaction
_____ Determine the location of the sale and transaction. If the item is picked up by the
customer, the pickup point generally will determine the pointofsale.
_____ See whether the item is picked up, shipped by common or contract carrier, or
shipped by seller to confirm the appropriate jurisdiction in collecting the tax.

Resale Certificates
_____ Confirm that any resale certificates are in a format acceptable to the taxing jurisdiction. See whether or not that jurisdiction requires its own resale certificate be used.

ExemptSale Certificates
_____ Confirm that any exemption certificates are appropriately completed and filed on
forms acceptable to the jurisdiction(s).

Accounting Methods
_____ Verify that miscellaneous items, such as tradeins, bad debts, cash discounts, freight
charges, warranties, guarantees, or service agreements, are appropriately taken into
account for purposes of sales and use tax.
_____ Also, confirm that the timing of the payments is acceptable.
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Due Dates of Returns
_____ Confirm returns are being filed on time.
_____ In the event of an audit, transactions outside the audit period should be questioned.

Detail on Invoices
_____ Review invoices to see that there is sufficient detail to segregate taxable and nontaxable items on the invoices. For instance, if repair labor is exempt in a state and
materials used in the repair are taxed, be sure the vendor (especially if the taxpayer
frequently does business with the vendor) provides sufficient detail to break out the
taxable and nontaxable portions of the invoice.

Purchasing Agent Appointments
_____ See if the state will accept purchasing agent appointments for contractors, advertising agencies, and so on, so the ultimate consumer may pass any available tax exemptions on to its agents.

Audit Assessment Review Procedures
_____ In the event of an audit assessment, review the state’s procedures for assessments,
appeals, formal and informal conferences, appeals to courts, or other negotiations or
settlement procedures.

Lost Invoices and Other Adjustments
_____ In the event you are reviewing a taxpayer’s situation resulting from an audit, confirm
no assessments exist that are attributable to lost invoices, unknown adjusting journal
entries, balancing entries, or other transactions with lack of detail. The detail may
potentially be discovered, partially recovered from a computer or obtained from an
outside third party.

Credit for Taxes Paid to Another State
_____ Especially in the event of an audit, check for taxes paid to another state. If this happened, determine whether the taxes were paid appropriately. If so, a credit for tax
paid to another state usually will be granted.
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Potential Tax Overpayments
_____ Check for potential tax overpayments. Look for this, especially if there are specific
exemptions for certain types of industries, such as exemptions for manufacturers
on raw materials, certain equipment purchases, supplies or utility usage. Exceptions
may exist for agricultural processing companies, health care or educational facilities, day care providers, and so on. If refunds appear possible, make sure they are not
delayed beyond the expiration of the statute of limitations.
_____ In the event of an audit, determine whether the sampling agreement is fair, and
check for aberrations in tax consequences during the sample period.

Penalties and Interest Charges
_____ If penalties or interest are charged, determine whether either or both can be abated
by showing reasonable cause. This may provide a refund opportunity.

III. Specific Exemptions
1. Exemptions should be reviewed. First, determine the nature of the business’s transactions, such as
_____ sales of tangible personal property.
_____ sales of software.
_____ service provider.
_____ combination of service and sale of property.
_____ contractor.
_____ sale of items that could be taxed differently, such as food, lodging, or
leasing.
_____ engagement in government contracts or work for any notforprofit organizations, such as churches or schools that may be exempt.
_____ activities that may be exempt in a state, such as for landscaping, information
processing, etc.
Certain businesses may be providing nontaxable services; however, they still may have to
pay tax on many items they consume.
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2. Review specific invoices from vendors, as well as activities mentioned on those
invoices, to determine whether exemptions might be available for some types of
labor, such as
_____ assembly.
_____ consulting.
_____ fabrication.
_____ installation.
_____ repair.
_____ training.
3. Various special state exemptions could exist, such as
_____ advertising services.
_____ agricultural products and services.
_____ cleaning services.
_____ clothing.
_____ custom software.
_____ financial services and miscellaneous financial service charges.
_____ food and beverages.
_____ fuel.
_____ manufacturing equipment, supplies, and raw materials.
_____ medical supplies and services.
_____ occasional or casual sales such as bulk sales of assets or sales of previously depreciated business property.
_____ packaging materials.
_____ pharmaceuticals.
_____ pollution control equipment.
_____ research and development equipment and supplies.
_____ safety equipment.
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_____ separately paid (or separately invoiced) freight.
_____ subscriptions, newspapers, periodicals, and other printed matter.
_____ telephone services.
_____ temporary storage.
_____ transportation services.
_____ utilities.
These are some of the more common exemptions. Exemptions will be specifically addressed by state. Some states may have very unusual rules governing the sales of specific
products, such as paper products (in New Jersey, napkins, toilet paper, paper towels, tissues, and so on, are exempt).
4. Review the availability of incentive programs. Numerous states will offer incentives regarding sales and use tax payments for businesses moving into its state as
well as
_____ locating in an enterprise zone or other disadvantaged area.
_____ hiring employees.
_____ locating an amount of equipment there.
_____ acquiring a set amount of equipment and hiring a minimum number of employees or any combination thereof.
5. Check the definition of component parts or materials incorporated into products
and real estate.
_____ Determine which items being purchased are incorporated into products being
sold and, therefore, are exempt as a resale item.
_____ Determine the rules for real versus personal property in the state.
_____ Many items deemed real property would be purchased taxfree if purchased
through a contractor because the contractor providing the items would pay
the tax.
The previous list is just a summary or sample checklist. This should be compared with the
sales and use tax statutes, regulations, and other administrative guidance in the jurisdiction at
issue in order to create a more comprehensive list.
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Special Materials
Tax Rules and Positions
of Four Hypothetical States
Sales and Use
Tax Issue

State 1

State 2

State 3

State 4

1. Advertising

All advertising
All advertising
services are subject services that result
to tax.
in the transfer of
tangible personal
property are subject to tax.

Advertising
services are not
subject to tax.

An advertising agent may
be appointed
purchasing agent.
Therefore, the
advertiser pays tax
on materials consumed, and sales
tax is not charged
to its client.

2. Assembly/
Installation
Labor

Assembly and
installation labor
are both taxed.

Neither assembly
nor installation
labor is taxed.

Assembly labor is
taxed; installation
labor is not taxed.

Assembly labor is
taxed; installation
labor is not taxed.

3. Component
Parts

A part becomes a
component part of
the manufactured
product only if
physically incorporated into the
product.

A part becomes a
component part
only if physically
incorporated into
the product and
if it is an essential
element of the
product.

A part becomes a
component part
of the product if
consumed during
the manufacturing
process.

A part becomes a
component part
of the product if
consumed during
the manufacturing
process.

All program4. Computer
Software/
ming and related
Programming services, and all
software are taxed.

Computer
software and
programming are
exempt.

Computer programming and
software are taxed,
with exceptions
for training and
consulting.

Custom computer
programming is
exempt; all other
computer software
and programming
is taxable.

291

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

Sales and Use
Tax Issue

State 1

State 2

State 3

State 4

5. Contractors

Contractors must
pay sales and use
tax on materials
purchased to be
used in con-tracts.
No tax is charged
to property owner.

Contractors buy
materials to be
used in contracts
free of tax, but
they pay sales or
use tax on the
materials when
withdrawn from
inventory.

Contractors
charge tax to
their customers as
would a retailer.
Materials must be
separately stated.
Labor charges are
not taxed.

Contractors have
options to (1)
charge tax as a
retailer, (2) have a
tax- paid inventory, or (3) have a
tax-free inventory.

6. Drop
Shipments

If there is no
privity of contract
between the supplier and ultimate
consumer, no tax
is assessed.

Tax must be
collected by the
supplier in a drop
shipment transaction unless the
retailer can give
the supplier a
resale certificate,
including a resale
number, for the
state of sale.

The supplier must
charge the retailer
tax unless the
retailer provides
the supplier with
a resale certificate.
The retailer need
not be licensed in
the state of delivery to the ultimate
consumer.

The supplier must
collect tax from
the retailer based
on sales price to
the ultimate consumer if no resale
certificate for the
state of delivery is
provided.

7. Energy
Sources

No utilities are
exempt from sales
and use tax.

Any utilities
related to a manufacturing process
are exempt from
sales and use tax.

Only utilities
directly used in
a manufacturing
process are exempt
from sales and use
tax.

Gas and electricity
used in manufacturing are exempt
if over 50% is
consumed in
manufacturing.

8. Equipment
Leasing

Sales tax must
be paid on all
equipment lease
payments.

Sales or use tax
must be collected
or paid on all
equipment lease
payments, if sales
tax is not paid on
the equipment up
front.

The option of
paying sales tax up
front on equipment exists for
short-term leases
only. Otherwise,
sales or use tax
must be collected
or paid on lease
payments.

Sales tax must be
paid up front on
short-term leases
and collected on
long-term lease
payments.

9. Freight

Freight is always
taxed.

Freight is never
taxed.

Freight is taxed
if charged by
the seller of the
product.

Freight is taxed
if provided by
the seller of the
product and not
separately stated.

Sales are taxexempt if an item
is sold to a commonly controlled
business.

Sales are exempt
from sales and use
tax only if there is
80% or more common ownership.

Sales are exempt
from sales and use
tax only if there is
80% or more common ownership.

10. Intercompany All intercompany
Sales
sales are tax-exempt if sold to or
by an entity having a 50% or more
direct ownership.

292

Appendix B: Special Materials

Sales and Use
Tax Issue

State 1

State 2

State 3

State 4

Journals/periodicals are exempt
only if issued
monthly or more
frequently.

Journals/periodicals are exempt
only if trade or
business related.

11. Journals/
Periodicals

All journals/ peri- No journals/
odicals are exempt. periodicals are
exempt.

12. Leasing
Equipment
with an
Operator

Payments for
equipment leased
with an operator
are not subject to
sales and use tax.

Payments for
equipment leased
with an operator
are subject to sales
and use tax.

Payment for
equipment leased
with an operator is
subject to sales or
use tax to the extent the payment
is for the equipment. If separately
stated, the charge
for the operator is
not taxed.

Payments for
equipment leased
with an operator
are subject to sales
and use tax.

13. Manufacturing/ All manufacturProcessing
ing/ processing
Equipment
equipment is
exempt from sales
and use tax.

Manufacturing/
processing equipment is exempt
from sales and use
tax only if it is
directly involved
in a manufacturing process.

No manufacturing/ processing
equipment is
exempt from sales
and use tax.

Manufacturing/
processing equipment is exempt
from sales and use
tax only if used in
producing other
manufacturing/
processing equipment.

14. Occasional
Sales

Any sale of property not in the
normal course of
business is exempt
from sales and use
tax as an occasional sale.

Occasional sales
are taxable except
in the event of
certain corporate
reorganizations or
business formations.

An occasional
sale exemption is
allowed on depreciable property
sold by a taxpayer
not in the regular
course of business.

An occasional
sale exemption is
allowed on depreciable property
sold by a taxpayer
not in the regular
course of business,
without the assistance of a third
party.

15. Packaging
Materials

All packaging materials are exempt.

No packaging ma- Only packaging
terials are exempt. materials required
to hold the product in place are
exempt.

Packaging materials transferred with
the product are
exempt.

16. Real Estate—
Definition of
“Incorporation
into Real
Estate”

Anything affixed
to real estate is
deemed incorporated into real
estate.

An item will be
deemed part of
the real estate
only if its removal
would cause significant damage to
the real estate.

An item is not
deemed part of
real estate unless a
skilled crafts-man
is required to attach it to the real
estate.

An item is deemed
real estate only
if it cannot be
removed from the
property without
substantially damaging the item.
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Sales and Use
Tax Issue

State 1

State 2

State 3

Repair labor is
taxed unless invoiced separately.

17. Repair
Labor

Repair labor is
always taxed.

Repair labor is
never taxed.

18. Resale
Certificates

Resale certificates
must be the specific ones issued by
the state, and they
must be issued,
signed and dated
before the sale.

Any form of resale Any proof of resale
will be accepted at
certificate will be
accepted as long as any time.
it is issued before
the sale.

A resale certificate
in any form will
be accepted if
certain requirements are met, but
it must be signed
and dated before
the transaction
date.

19. Service/
Maintenance
Agreements

Agreements are
not taxed.

Agreements are
always taxed.

Agreements are
taxed only when
sold with the merchandise by the
same vendor at the
time of sale.

Agreements are
always taxed unless
sold by a separate
vendor.

20. Tax-Exempt
Entities

No entities are
exempt from sales
and use tax. (Under
the Constitution, the
federal government
may not be taxed.)

All tax-exempt
entities for federal
income tax purposes are exempt
from sales and use
tax.

Only governmental entities and
churches are not
taxed.

Governmental
entities, churches,
and health-related
organizations are
not taxed.

21. Temporary
Storage

No temporary
storage exemption
exists.

Temporary storage
exemption exists
for sales and use
tax.

Temporary storage
exemption exists
for use tax only.

Temporary storage
exemption exists
for use tax only.

22. Water

Water is exempt
only if directly
used in manufacturing.

Water is never
exempt.

Water is exempt if
over 50% is used
directly in manufacturing.

Water is exempt
if 50% or more
is used directly
or indirectly in
manufacturing.
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Repair labor is
taxed if not separately stated on
the invoice.

State 4
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State Tax Rules and Positions Worksheet
1. Advertising
2. Assembly/
Installation
Labor
3. Component
Parts
4. Computer
Software/
Programming
5. Contractors
6. Drop Shipments
7. Energy Sources
8. Equipment
Leasing
9. Freight
10. Intercompany
Sales
11. Journals/
Periodicals
12. Leasing
Equipment with
an Operator
13. Manufacturing/
Processing
Equipment
14. Occasional Sales
15. Packaging
Materials
16. Real Estate—
Definition of
“Incorporation
into Real Estate”
17. Repair Labor
18. Resale
Certificates
19. Service/
Maintenance
Agreements
20. Tax-Exempt
Entities
21. Temporary
Storage
22. Water
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State Sales Tax Rates for 2012
State tax rates generally applicable to the retail sale of tangible personal property are listed
herein. Special rates may apply to specific categories of tangible personal property, which are
not in this chart. Most states also authorize local jurisdictions to adopt sales and use taxes in
addition to the state tax set forth in this list.The following states do not impose a general sales
and use tax: Alaska, Delaware, Montana, New Hampshire, and Oregon. (However, Alaska
does allow for local sales taxes and New Hampshire, although not levying a state-wide sales
tax, does impose a 9 percent state sales tax on meals and rooms.)
Alabama
Arizona
Arkansas
California (8.25% until 6/30/11, then 7.25%)
Colorado
Connecticut
District of Columbia
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi

4%
6.6%
6%
7.25%
2.9%
6.35%
6%
6%
4%
4%
6%
6.25%
7%
6%
6.3%
6%
4%
5%
6%
6.25%
6%
6.875%
7%
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Missouri
Nebraska
Nevada
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

4.225%
5.5%
6.85%
7%
5.125%
4%
4.75%
5%
5.5%
4.5%
6%
7%
6%
4%
7%
6.25%
5.95%
6%
5%
6.5%
6%
5%
4%

With the exception of three states (California, Utah, and Virginia), the chart only includes
the state sales tax rate. Although most states do have local county, city, and special district
taxes, only California (1.0%), Utah (1.25%), and Virginia (1.0%) levy a mandatory state-wide
local sales tax. As a consequence, the local tax has been included in the chart for those three
states.
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Sales Tax Holidays – 2012
State

Sales Tax
Holidays - 2012

Alabama

Yes

Arizona

No

Arkansas

Yes

California

No

Colorado

No

Connecticut

Yes

District of
Columbia

No

Florida

No

Georgia

No

Hawaii

No

Idaho

No

Illinois

No

Indiana

No

Iowa

Yes

Kansas

No

Kentucky

No

Description

August 3–5: Clothing (not accessories or protective or recreational
equipment) with a sales price of $100 or less per item; single purchases, with a sales price of $750 or less, of computers, computer
software, school computer equipment; noncommercial purchases
of school supplies, school art supplies, and school instructional
materials with a sales price of $50 or less per item; noncommercial
book purchases with a sales price of $30 or less per book.

August 4–5: Clothing items under $100, clothing accessory or
equipment under $50, school art supplies, school instructional
material, and school supplies.

August 19–25: Clothing and footwear (not accessories or athletic
or protective) costing less than $300 per item.

Florida had a sales tax holiday in 2011. At press time, the state has
not enacted a holiday for 2012.

Illinois had a sales tax holiday in 2010. At press time, the state has
not enacted a holiday for 2012.

August 3–4: Clothing and footwear (not accessories, rentals, athletic or protective) with a sales price of less than $100 per item.

333

The Adviser’s Guide to Sales and Use Tax: State and Local Compliance and Planning Opportunities

State

Sales Tax
Holidays - 2012

Description

Louisiana

Yes

Maine

No

Maryland

Yes

February 18–20: Energy Star products and solar water heaters.
August 12–18: Items of clothing (not accessories) and footwear
with a taxable price of $100 or less.

Massachusetts

No

Massachusetts had a sales tax holiday in 2011. At press time, the
state has not enacted a holiday for 2012.

Michigan

No

Minnesota

No

Mississippi

Yes

July 27–28: Clothing or footwear (not accessories, rentals, or skis,
swim fins, or skates) with a sales price under $100 per item.

Missouri

Yes

August 3–5: Noncommercial purchases of clothing (not accessories) with a taxable value of $100 or less per item; school supplies
up to $50 per purchase; computer software with taxable value of
$350 or less; computers and computer peripherals up to $3,500.
Localities may opt out. If less than 2% of retailer’s merchandise
qualifies, retailer must offer a tax refund in lieu of the tax holiday.
April 19–25: Retail sales of Energy Star certified new appliances
of up to $1,500 per appliance.

Nebraska

No

Nevada

No

New Jersey

No

New Mexico

Yes
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May 26–27: The first $1,500 of the sales price of hurricane
preparedness items. Excludes items purchased at airports, hotels,
convenience stores, or entertainment complexes.
August 3–4: The first $2,500 of the sales price of noncommercial
purchases (not leases) of items of tangible personal property (not
vehicles or meals). Does not apply to local taxes. However, St.
Charles Parish will waive its local Louisiana sales tax during the
same weekend as the state holiday.
September 7–9: Noncommercial purchases of firearms, ammunition, and hunting supplies. Does not include purchases of animals
for the use of hunting.

August 3–5: Footwear and clothing (not accessories or athletic or
protective clothing) with a sales price of less than $100 per item;
school supplies; computers with a sales price of $1,000 or less per
item; and computer peripherals with a sales price of $500 or less
per item. Retailer participation is optional.
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State

Sales Tax
Holidays - 2012

Description

New York

No

However, for the period April 1, 2011, through March 31, 2012,
clothing, footwear, and items used to make or repair clothing
(clothing and footwear) sold for less than $55 per item of clothing
or per pair of footwear are exempt from the state’s sales and use
tax and the state imposed sales tax in the Metropolitan Commuter
Transportation District (MCTD). The state’s prior year-round
exemption for clothing and footwear that is sold for less than
$110 will be restored on April 1, 2012. That exemption had been
in effect prior to October 1, 2010 (the permanent less-than-$110
exemption was suspended from October 1, 2010, through March
31, 2011).

North
Carolina

Yes

August 3–5: Clothing (not accessories or protective equipment)
and school supplies with a sales price of $100 or less per item;
school instructional materials with a sales price of $300 of less per
item; sport/recreational equipment with a sales price of $50 or less
per item; computers with a sales price of $3,500 or less; computer
supplies with a sales price of $250 or less per item.
November 2–4: Qualified Energy Star products that are sold for
nonbusiness use, including clothes washers, freezers and refrigerators, central and room air conditioners, air-source heat pumps,
ceiling fans, dehumidifiers, and programmable thermostats.

North
Dakota

No

Ohio

No

Oklahoma

Yes

Pennsylvania

No

Rhode Island

No

South
Carolina

Yes

South Dakota

No

Tennessee

Yes

August 3–5: Items of clothing and footwear (not accessories, rentals, athletic, or protective) with a sales price of less than $100.

August 3–5: Clothing (not rentals), clothing accessories, footwear,
school supplies, computers, printers, printer supplies, computer
software, bath wash clothes, bed linens, pillows, bath towels,
shower curtains, bath rugs.

August 3–5: Clothing (not accessories), school supplies, and school
art supplies with a sales price of $100 or less per item; computers
with a sales price of $1,500 or less per item.
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State

Sales Tax
Holidays - 2012

Description

Texas

Yes

May 26–28: The following Energy Star products: air conditioners
(sales price up to $6,000), clothes washers, ceiling fans, dehumidifiers, dishwashers, incandescent or fluorescent light bulbs,
programmable thermostats, and refrigerators (sales price up to
$2,000).
August 17–19: clothing and footwear (not accessories, athletic,
protective, or rentals) and school backpacks with a sales price of
less than $100 per item.

Utah

No

Vermont

No

Vermont had a sales tax holiday in 2010. At press time, the state
has not enacted a holiday for 2012.

Virginia

Yes

May 25–31: Portable generators with selling price of $1,000 or
less and other hurricane preparedness items with a sales price of
$60 or less.
August 3–5: Clothing and footwear with a sales price of $100 or
less per item, and school supplies with a sales price of $20 or less
per item.
October 5–8: Noncommercial purchases of Energy Star and
WaterSense qualified products with a sales price of $2,500 or less
per item.

Washington

No

West
Virginia

No

Wisconsin

No

Wyoming

No

* Adapted with permission from CCH, a Wolters Kluwer business. ©CCH 2012. All rights reserved.
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Uniform Sales & Use Tax Certificate—
Multijurisdiction
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Certificate of Exemption
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Freight Charges
State

Shipping Charges

Comments

Transportation charges are
not separate and identifiable
if included with other charges
and billed as “shipping and
handling” or “postage and
handling.”

Citation

Ala. Admin.
Code 810-6-1.178

Alabama

Excluded if (1) charges are
separately stated and paid by
the purchaser, and (2) delivery is by common carrier or
the U.S. Postal Service

Arizona

Excluded if charges are separately stated

Arkansas

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property. Charges billed
to the buyer by a carrier other
than the seller are excluded.

Ark. Reg. GR18

California

Excluded if charges are
separately stated and delivery
is made directly to the
purchaser by independent
contractor, common carrier,
or the U.S. Postal Service

Charges imposed by the
seller to transport property, and
property sold for a “delivered price,” are not subject to
tax, provided that (1) delivery charges are stated as a
separate entry on the invoice
or other bill of sale; (2) goods
are shipped to the purchaser
via U.S. mail, independent
contractor, or common carrier,
rather than the seller’s vehicles;
and (3) transportation occurs
after the property is sold. Tax
does not apply to separately
stated charges for transportation of land fill material if (1)
the charges are reasonable,
(2) consideration received is
solely for the transport of the
material to a specific site, and
(3) the material is transferred
without charge.

18 CCR 1628

Colorado

Excluded if charges are (1)
separable from the sales
transaction, and (2) separately
stated

Ariz. Admin.
Code R15-5133

Special Reg. 18
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State

Shipping Charges

Comments

Connecticut

Included

District of
Columbia

Excluded if charges are
separately stated and delivery
occurs after the sale

Florida

Excluded if charges are (1)
separately stated and (2)
optional

Georgia

Included

Hawaii

Included

Charges for items shipped outside the state are excluded.

Haw. Rev. Stat.
§237-3(a)
Haw. Rev. Stat.
§237-13(1)(C)

Idaho

Excluded if charges are separately stated

Charges by a manufactured
homes dealer to transport the
home to a buyer are included.

Idaho Code
§63-3613(b)(7)

Illinois

Excluded if charges are separately contracted

Indiana

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.

Ind. Code §62.5-1-5(a)(4)

Iowa

Excluded if charges are
separately contracted for and
separately stated

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.

Iowa Code
§423.1(47)
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Charges to deliver exempt
items are excluded.

Citation

Conn. Gen.
Stat. 12-407
(a)(8)
D.C. Code Ann.
47-2001(p)(1)

Separately stated charges for
transportation after the title
passes to the buyer are also
excluded.

Fla. Admin.
Code. Ann.
12A-1.045
Ga. Code Ann.
§48-8-2(34)(A)
Ga. Code. Ann.
§48-8-2(10)
Ga. Comp. R.
& Regs. 56012-2-.45

Ill. Admin.
Code tit. 86,
§130.415
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State

Shipping Charges

Comments

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.

Citation

Kan. Stat. Ann.
§79-3602(ll)
Kan. Admin.
Regs. 92-1946(b)

Kansas

Included

Kentucky

Included

Ky. Rev.
Stat. Ann.
§139.010(4)

Louisiana

Excluded if charges are
separately stated and delivery
occurs after the sale

La. Admin.
Code tit. 61,
§4301

Maine

Excluded if (1) the shipment is made direct to the
purchaser, (2) charges are
separately stated, and (3) the
transportation occurs by
means of common carrier, contract carrier, or the
United States mail

Me. Rev. Stat.
Ann. tit. 36,
§1752(14)(B)(7)

Maryland

Excluded if charges are separately stated

Md. Code Ann.
§11-101

Massachusetts

Excluded if charges (1)
reflect the costs of preparing and delivering goods
to a location designated by
the buyer, (2) are separately
stated on the invoice to the
buyer, and (3) are set in good
faith and reasonably reflect
the actual costs incurred by
the vendor

Department
of Revenue
Directive 04-5,
Massachusetts
Department of
Revenue, July 7,
2004

Michigan

Included

Charges are excluded (1) if
the retailer is engaged in a
separate delivery business or
(2) if incurred after the transfer
of ownership. If the shipment
includes both exempt and taxable property, the seller should
allocate the delivery charge
and must tax the percentage allocated to the taxable property.

Mich.
Comp. Laws
§205.51(1)(d)
RAB 2002-11
Mich. Admin. Code
R205.124
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State

Shipping Charges

Comments

Citation

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge on the basis of
the sales price or weight of the
property being delivered and
must tax the percentage allocated to the taxable property.

Minn. Stat.
§297A.61(7)(a)
Revenue Notice 05-13

Minnesota

Included

Mississippi

Included

Miss. Sales and
Use Tax Rule
42

Missouri

Excluded if charges are (1)
separately stated and (2)
optional

Mo. Code.
Regs. Ann.
tit.12, §10103.600

Nebraska

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.
Delivery charges are exempt
when the charges relate to the
sale of exempt property or the
purchaser paid the delivery
charge to a delivery/freight
company separately.

Neb. Rev. Stat.
§77-2701.16(1)

Nevada

Excluded if (1) charges are
separately stated and (2) the
title passes to the purchaser
before shipment, pursuant to
a written agreement

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.

Nev. Admin.
Code ch. 372,
§101

New Jersey

Included

Charges are included regardless, if they’re separately
stated. Delivery charges are not
taxable if the sale itself is not
taxable.

N.J. Stat. Ann.
§54:32B-2(oo)
(1)(D)
N.J. Admin.
Code tit. 18,
§18:24-27.2

New Mexico

Included

Charges are included if the
transportation costs are paid by
the seller to the carrier.

N.M. Admin.
Code tit. 3,
§2.1.15
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State

Shipping Charges

Comments

Citation

New York

Included

Separately stated charges to
ship promotional materials are
excluded.

N.Y. Tax Law,
§1101
N.Y. Tax Law,
§1115(n)(3)

North
Carolina

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.

N.C. Gen. Stat.
§105-164.3(37)
Sales and Use
Tax Technical Bulletin
Sec. 38-2,
North Carolina
Department of
Revenue

North
Dakota

Included

Shipping charges are excluded
if the product being shipped
is exempt. If the shipment
includes both exempt and taxable property, the seller should
allocate the delivery charge
and must tax the percentage allocated to the taxable property.

N.D. Cent.
Code §5739.2-01(6) and
(17)
N.D. Admin.
Code §8104.1-01-10

Ohio

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property. Charges paid
by the customer to the delivery
company (not imposed/collected by the retailer) are not
taxable.

Ohio Rev.
Code Ann.
§5739.01(H)(1)
(a)(iv)

Oklahoma

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to
the taxable property. Charges
are excluded where separately
stated.

Okla. Stat. tit.
68, §1352(12)

Pennsylvania

Included

Charges made in conjunction
with nontaxable transactions
are excluded. Charges for
delivery made and billed by
someone other than seller of
the item being delivered are
not taxable.

72 P.S. §7201(g)
(1)
61 Pa. Code
§54.1
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State

Shipping Charges

Comments

Citation

Rhode Island

Included

Delivery charges paid by the
buyer to an independent thirdparty hired by the buyer are
excluded.

R.I. Gen. Laws
§44-18-12(a)
(iv)

South
Carolina

Included

Charges for transportation
after the title has passed to the
purchaser are excluded.

11 S.C. Code
Ann. Regs.
117-310

South
Dakota

Included

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property. Freight charges paid directly to the freight
company (not to the seller) by
the purchaser are exempt.

S.D. Admin. R.
64:06:02:34

Tennessee

Included

Delivery charges paid by the
buyer to an independent thirdparty hired by the buyer are
excluded.

Tenn. Code.
Ann. §67-6-102

Texas

Included

Shipping charges incident to
the sale or lease/rental of taxable tangible personal property
or the performance of taxable
services that are billed by the
seller/lessor to the purchaser/
lessee are taxable. A thirdparty carrier that only provides
transportation and does not sell
the item being delivered is not
responsible for collecting tax.

Tex. Tax Code
Ann. §151.007

Utah

Excluded if charges are separately stated

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property. Transportation
by common carrier is exempt.

Utah Code
Ann. §59-12102(82)(c)

Vermont

Included
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Vt. Stat. Ann.
tit. 32, §9701(4),
(26)
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State

Shipping Charges

Comments

Citation

Virginia

Excluded if charges are separately stated

Va. Code. Ann.
§58.1-609.5
23 Va. Admin.
Code §10-2106000

Washington

Included

Charges incurred after the purchaser has taken receipt of the
goods and charges to deliver
exempt items are excluded.

Wash. Admin.
Code §458-20110

West
Virginia

Included

Charges are excluded if (1)
separately stated, (2) delivery
is by common carrier, and (3)
the customer pays the delivery
charge directly to the carrier.

W.Va. Code
§11-15B-2(b)
(48)(A)
W.Va. Code St.
R. §110-15-89

Wisconsin

Included

Separately stated delivery
charges for direct mail are
excluded.
Allocation is permitted if the
shipment includes both exempt
and taxable property.

Wis. Stat.
§77.51(15b)
(a)4.
Wis. Stat.
§77.51(15b)
(b)4.

Wyoming

Excluded

If the shipment includes both
exempt and taxable property,
the seller should allocate the
delivery charge and must tax
the percentage allocated to the
taxable property.

Wyo. Stat. Ann.
§39-15-105(a)
(ii)(A)
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Additional State and Local Tax
Resources, or “Where Do I Go
From Here?”
All of the major tax publishers, Bureau of National Affairs (BNA); Commerce Clearing
House (CCH); Research Institute of America (RIA); and Tax Analysts, publish various multistate tax services. BNA has 60 portfolios dedicated to state and local tax issues in its Tax
Management Library, and both CCH and RIA have tax reporters for each state.

Journals and Magazines
Journal of Multistate Taxation (Research Institute of America, monthly)
Journal of State Taxation (Commerce Clearing House, every other month)
RIA State and Local Taxes Weekly (Research Institute of America)
State Tax Notes (Tax Analysts, weekly publication)
State Tax News (Commerce Clearing House, weekly publication)
State Tax Review (Commerce Clearing House, weekly subscription update service)
Weekly State Tax Report (Bureau of National Affairs)

Books
All States Tax Handbook (Research Institute of America, annual publication)
All States Tax Guide (volumes 1–2) (Research Institute of America, annual publication)
CCH Sales Tax Research & Compliance Manager (Commerce Clearing House, annual
publication)
Guide to Sales and Use Taxes (Research Institute of America, annual publication)
Multistate Corporate Tax Guide, volume II: Sales and Use Tax (Commerce Clearing House,
two volume annual publication)
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Multistate Sales Tax Guide (volumes 1–9) (Commerce Clearing House, annual publication)
RIA OnPoint System for Windows (computerized CD-ROM service) State and Local Taxes:
Sales and Use (Research Institute of America)
Sales and Use Tax Answer Book, 2e by Bruce Nelson, Jim Collins, and John Healy
(Commerce Clearing House, annual publication)
Sales and Use Tax Nexus: Practical Insights and Strategies by Maryann B. Gall and Sally
Adams(Commerce Clearing House)
Sales Taxation: State and Local Structure and Administration, 2d ed. by John Due and John L.
Mikesell (Urban Institute: Washington, D.C. 1994).
State Tax Guide (volumes 1-2) (Commerce Clearing House, annual publication)
State Tax Handbook (Commerce Clearing House, annual publication) (CCH also has several
one-volume publications on individual states)
State Taxation (two volumes) by Jerome R. Hellerstein and Walter Hellerstein. (Warren
Gorham Lamont)
Statistical Sampling in Sales and Use Tax Audits by Will Yancey (Commerce Clearing House)

Treatises
State and Local Taxation by Richard Pomp and Oliver Oldman
State Taxation by Jerome Hellerstein and Walter Hellerstein
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Glossary
401(k) plan A qualified retirement plan to which contributions from salary are made
from pretax dollars.
Accelerated depreciation Computation of depreciation to provide greater deductions
in earlier years of equipment and other business or investment property.
Accounting method Rules applied in determining when and how to report income
and expenses on tax returns.
Accrual method Method of accounting that reports income when it is earned, disregarding when it may be received, and expense when it is incurred, disregarding when
it is actually paid.
Acquisition debt Mortgage taken to buy, hold, or substantially improve a main or second home that serves as security.
Active participation Rental real estate activity involving property management at a
level that permits deduction of losses.
Adjusted basis Basis in property increased by some expenses (for example, capital improvements) or decreased by some tax benefit (for example, depreciation).
Adjusted gross income (AGI) Gross income minus above-the-line deductions (that is,
deductions other than itemized deductions, the standard deduction, and personal and
dependency exemptions).
Alimony Payments for the support or maintenance of one’s spouse pursuant to a judicial
decree or written agreement related to divorce or separation.
Alternative minimum tax (AMT) System comparing the tax results with and without the benefit of tax preference items for the purpose of preventing tax avoidance.
Amortization Write-off of an intangible asset’s cost over a number of years.
Applicable federal rate An interest rate determined by reference to the average market
yield on U.S. government obligations. Used in Internal Revenue Code (IRC) Section
7872 to determine the treatment of loans with below-market interest rates.
At-risk rules Limits on tax losses to business activities in which an individual taxpayer
has an economic stake.
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Backup withholding Withholding at a rate of 31 percent on interest or dividend
payments by a payor that has not received required taxpayer identification number
information.
Bad debt Uncollectible debt deductible as an ordinary loss if associated with a business
and otherwise deductible as short-term capital loss.
Basis Amount determined by a taxpayer’s investment in property for purposes of determining gain or loss on the sale of property or in computing depreciation.
Cafeteria plan Written plan allowing employees to choose among two or more benefits
(consisting of cash and qualified benefits) and to pay for the benefits with pretax dollars. Must conform to IRC Section 125 requirements.
Capital asset Investments (for example, stocks, bonds, and mutual funds) and personal
property (for example, a home).
Capital gain or loss Profit (net of losses) on the sale or exchange of a capital asset or
IRC Section 1231 property, subject to favorable tax rates, and loss on such sales or
exchanges (net of gains) deductible against $3,000 of ordinary income.
Capitalization Addition of cost or expense to the basis of property.
Carryovers (carryforwards) and carrybacks Tax deductions and credits not fully
used in one year and chargeable against prior or future tax years.
Conservation reserve program A voluntary program for soil, water, and wildlife conservation; wetland establishment and restoration; and reforestation administered by the
U.S. Department of Agriculture.
Credit Amount subtracted from income tax liability.
Deduction Expense subtracted in computing AGI.
Defined benefit plan Qualified retirement plan basing annual contributions on targeted benefit amounts.
Defined contribution plan Qualified retirement plan with annual contributions based
on a percentage of compensation.
Depletion

Deduction for the extent a natural resource is used.

Depreciation Proportionate deduction based on the cost of business or investment
property with a useful life (or recovery period) greater than one year.
Earned income Wages, bonuses, vacation pay, and other remuneration, including selfemployment income, for services rendered.
Earned income credit Refundable credit available to low-income individuals.
Employee stock ownership plan Defined contribution plan that is a stock bonus plan
or combined stock bonus and money purchase plan designed to invest primarily in
qualifying employer securities.
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Estimated tax Quarterly payments of income tax liability by individuals, corporations,
trusts and estates.
Exemption A deduction against net income based on taxpayer status (that is, single, head
of household, married filing jointly or separately, trusts, and estates).
Fair market value The price that would be agreed upon by a willing seller and willing
buyer and established by markets for publicly-traded stocks or determined by appraisal.
Fiscal year A 12-month taxable period ending on any date other than December 31.
Foreign tax Income tax paid to a foreign country and deductible or creditable, at the
taxpayer’s election, against U.S. income tax.
Gift Transfer of money or property without expectation of anything in return and excludable from income by the recipient. A gift may still be affected by the unified estate
and gift transfer tax applicable to the gift’s maker.
Goodwill A business asset, intangible in nature, adding a value beyond the business’s
tangible assets.
Gross income Income from any and all sources after any exclusions and before any
deductions are taken into consideration.
Half-year convention A depreciation rule assuming property other than real estate is
placed in service in the middle of the tax year.
Head of household An unmarried individual who provides and maintains a household
for a qualifying dependent and, therefore, is subject to distinct tax rates.
Health savings account A trust operated exclusively for purposes of paying qualified
medical expenses of the account beneficiary and, thus, providing for deductible contributions, tax-deferred earnings, and exclusion of tax on any monies withdrawn for
medical purposes.
Holding period The period of time a taxpayer holds onto property, therefore affecting
tax treatment on its disposition.
Imputed interest Income deemed attributable to deferred payment transfers, such as
below-market loans, for which no interest or unrealistically low interest is charged.
Incentive stock option An option to purchase stock in connection with an individual’s
employment that defers tax liability until all the stock acquired by means of the option
is sold or exchanged.
Income in respect of a decedent Income earned by a person but not paid until after
his or her death.
Independent contractor A self-employed individual whose work method or time is
not controlled by an employer.
Indexing Adjustments in deductions, credits, exemptions and exclusions, plan contributions, AGI limits, and so on to reflect annual inflation figures.
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Individual retirement account Tax-exempt trust created or organized in the United
States for the exclusive benefit of an individual or the individual’s beneficiaries.
Information returns Statements of income and other items recognizable for tax purposes provided to the IRS and taxpayer. Form W-2 and forms in the 1099 series, as
well as Schedules K-1, are the prominent examples.
Installment method Tax accounting method for reporting gain on a sale over the
period of tax years during which payments are made (that is, over the payment period
specified in an installment sale agreement).
Intangible property

Items such as patents, copyrights, and goodwill.

Inventory Goods held for sale to customers, including materials used in the production
of those goods.
Involuntary conversion A forced disposition (for example, casualty, theft, condemnation, and so on) for which deferral of gain may be available.
IRC Section 1231 property
treatment.

Depreciable business property eligible for capital gains

IRC Section 1244 stock Closely held stock whose sale may produce an ordinary,
rather than capital, loss (subject to caps).
Jeopardy For tax purposes, a determination that payment of a tax deficiency may be assessed immediately as the most viable means of ensuring its payment.
Keogh plan A qualified retirement plan available to self-employed persons.
Key employee Officers, employees, and officers defined by the IRC for purposes of
determining whether a plan is top heavy.
Kiddie tax Application of parents’ maximum tax rate to unearned income of their child
under age 18.
Lien A charge upon property after a tax assessment has been made and until a tax liability is satisfied.
Like-kind exchange Tax-free exchange of business or investment property for property
that is similar or related in service or use.
Listed property Items subject to special restrictions on depreciation (fo rexample, cars,
computers, and cell phones).
Lump-sum distribution Distribution of an individual’s entire interest in a qualified
retirement plan within one tax year.
Marginal tax rate The highest tax bracket applicable to an individual’s income.
Material participation The measurement of an individual’s involvement in business
operations for purposes of the passive activity loss rules.
Midmonth convention Assumption, for purposes of computing depreciation, that all
real property is placed in service in the middle of the month.
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Midquarter convention Assumption, for purposes of computing depreciation, that
all property other than real property is placed in service in the middle of the quarter
when the basis of property placed in service in the final quarter exceeds a statutory
percentage of the basis of all property placed in service during the year.
Minimum distribution A retirement plan distribution, based on life expectancies, that
an individual must take after age 70½ in order to avoid tax penalties.
Minimum funding requirements Associated with defined benefit plans and certain
other plans, such as money purchase plans, assuring the plan has enough assets to satisfy
its current and anticipated liabilities.
Miscellaneous itemized deduction Deductions for certain expenses (for example,
unreimbursed employee expenses) limited to only the amount by which they exceed 2
percent of AGI.
Money purchase plan Defined contribution plan in which the contributions by the
employer are mandatory and established other than by reference to the employer’s
profits.
Net operating loss A business or casualty loss for which amounts exceeding the allowable deduction in the current tax year may be carried back 2 years to reduce previous
tax liability and forward 20 years to cover any remaining unused loss deduction.
Nonresident alien An individual who is neither a citizen nor resident of the United
States and who is taxed on income effectively connected with a U.S. trade or business.
Original issue discount The excess of face value over issue price set by a purchase
agreement.
Passive activity loss Losses allowable only to the extent of income derived each year
(that is, by means of carryover) from rental property or business activities in which the
taxpayer does not materially participate.
Pass-through entities Partnerships, limited liability companies, limited liability partnerships, S corporations, and trusts and estates whose income or loss is reported by the
partner, member, shareholder, or beneficiary.
Personal holding company A corporation, usually closely held, that exists to hold investments such as stocks, bonds, or personal service contracts and to time distributions
of income in a manner that limits the owner’s tax liability.
Qualified subchapter S trust A trust that qualifies specific requirements for eligibility
as an S corporation shareholder.
Real estate investment trust A form of investment in which a trust holds real estate
or mortgages and distributes income, in whole or part, to the beneficiaries (that is,
investors).
Real estate mortgage investment conduit Treated as a partnership, investors purchase interests in this entity that holds a fixed pool of mortgages.
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Realized gain or loss The difference between a property’s basis and the amount received upon its sale or exchange.
Recapture The amount of a prior deduction or credit recognized as income or affecting
its characterization (capital gain versus ordinary income) when the property giving rise
to the deduction or credit is disposed of.
Recognized gain or loss The amount of realized gain or loss that must be included in
taxable income.
Regulated investment company A corporation serving as a mutual fund that acts as
investment agents for shareholders and customarily dealing in government and corporate securities.
Reorganization Restructuring of corporations under specific IRC rules to result in
nonrecognition of gain.
Resident alien An individual who is a permanent resident; has substantial presence; or,
under specific election rules, is taxed as a U.S. citizen.
Roth IRA Form of individual retirement account that produces, subject to holding
period requirements, nontaxable earnings.
S Corporation A corporation that, upon satisfying requirements concerning its ownership, may elect to act as a pass-through entity.
Saver’s credit Term commonly used to describe IRC Section 25B credit for qualified
contributions to a retirement plan or via elective deferrals.
Split-dollar life insurance Arrangement between an employer and employee under
which the life insurance policy benefits are contractually split, and the costs (premiums) are also split.
Statutory employee An insurance agent or other specified worker who is subject
to Social Security taxes on wages but eligible to claim deductions available to the
self-employed.
Stock bonus plan A plan established and maintained to provide benefits similar to
those of a profit-sharing plan, except the benefits must be distributable in stock of the
employer company.
Tax preference items Tax benefits deemed includable for purposes of the amt.
Tax shelter A tax-favored investment, typically in the form of a partnership or joint
venture, that is subject to scrutiny as a tax-avoidance device.
Tentative tax Income tax liability before taking into account certain credits and AMT
liability-reduced regular tax liability.
Transportation expense The cost of transportation from one point to another.
Travel expense Transportation, meals, and lodging costs incurred away from home and
for trade or business purposes.
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Unearned income Income from investments (that is, interest, dividends, and capital
gains).
Uniform capitalization rules Rules requiring capitalization of property used in a
business or an income-producing activity (for example, items used in producing inventory) and to certain property acquired for resale.
Unrelated business income Exempt organization income produced by activities beyond the organization’s exempt purposes and, therefore, taxable.
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